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election in the manner prescribed by
appropriate instructions for the return
filed for the taxable year of the sale.

(ii) Election made after the due date.
Elections after the time specified in
paragraph (d)(3)(i) of this section will
be permitted only in those rare cir-
cumstances when the Internal Revenue
Service concludes that the taxpayer
had good cause for failing to make a
timely election. A recharacterization
of a transaction as a sale in a taxable
year subsequent to the taxable year in
which the transaction occurred (e.g., a
transaction initially reported as a
lease later is determined to have been
an installment sale) will not justify a
late election. No conditional elections
will be permitted. For a special transi-
tional rule relating to certain taxable
years for which a return is filed prior
to February 19, 1981, see paragraph
(d)(5) of this section.

(4) Revoking an election. Generally, an
election made under paragraph (d)(1) is
irrevocable. An election may be re-
voked only with the consent of the In-
ternal Revenue Service. A revocation is
retroactive. A revocation will not be
permitted when one of its purposes is
the avoidance of Federal income taxes,
or when the taxable year in which any
payment was received has closed. For a
special transitional rule relating to
certain taxable years for which a re-
turn is filed prior to February 19, 1981,
see paragraph (d)(5) of this section.

(5) Transitional rules. The following
transitional rules shall apply with re-
spect to any contingent payment sale
made after October 19, 1980 in a taxable
year, ending after that date, for which
the taxpayer has filed a federal income
tax return prior to February 19, 1981. If
in such tax return the taxpayer has
treated the contingent payment sale
under the installment method, consent
of the Internal Revenue Service to a
late election by the taxpayer not to re-
port the transaction on the installment
method will generally be granted if the
request for election out of installment
method treatment is filed by May 5,
1981. If in such tax return the taxpayer
has elected not to report the contin-
gent payment sale under the install-
ment method, consent of the Service to
revocation of the election by the tax-
payer will generally be granted if the

request for revocation is filed by May
5, 1981.

(e) Purchaser evidences of indebtedness
payable on demand or readily tradable—
(1) Treatment as payment—(i) In general.
A bond or other evidence of indebted-
ness (hereinafter in this section re-
ferred to as an obligation) issued by
any person and payable on demand
shall be treated as a payment in the
year received, not as installment obli-
gations payable in future years. In ad-
dition, an obligation issued by a cor-
poration or a government or political
subdivision thereof—

(A) With interest coupons attached
(whether or not the obligation is read-
ily tradable in an established securities
market),

(B) In registered form (other than an
obligation issued in registered form
which the taxpayer establishes will not
be readily tradable in an established
securities market), or

(C) In any other form designed to
render such obligation readily tradable
in an established securities market,

shall be treated as a payment in the
year received, not as an installment
obligation payable in future years. For
purposes of this paragraph, an obliga-
tion is to be considered in registered
form if it is registered as to principal,
interest, or both and if its transfer
must be effected by the surrender of
the old instrument and either the re-
issuance by the corporation of the old
instrument to the new holder or the is-
suance by the corporation of a new in-
strument to the new holder.

(ii) Examples. The rules stated in this
paragraph may be illustrated by the
following examples:

Example (1). On July 1, 1981, A, an individ-
ual on the cash method of accounting report-
ing on a calendar year basis, transferred all
of his stock in corporation X (traded on an
established securities market and having a
fair market value of $1,000,000) to corpora-
tion Y in exchange for 250 of Y’s registered
bonds (which are traded in an over-the-
counter-market) each with a principal
amount and fair market value of $1,000 (with
interest payable at the rate of 12 percent per
year), and Y’s unsecured promissory note
with a principal amount of $750,000. At the
time of such exchange A’s basis in the X
stock is $900,000. The promissory note is pay-
able at the rate of $75,000 annually, due on
July 1 of each year following 1981 until the
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principal balance is paid. The note provides
for the payment of interest at the rate of 12
percent per year also payable on July 1 of
each year. Under the rule stated in para-
graph (e)(1)(i) of this section, the 250 reg-
istered bonds of Y are treated as a payment
in 1981 in the amount of the value of the
bonds, $250,000.

Example (2). Assume the same facts as in
example (1). Assume further that on July 1,
1982, Y makes its first installment payment
to A under the terms of the unsecured prom-
issory note with 75 more of its $1,000 reg-
istered bonds. A must include $7,500 (i.e., 10
percent gross profit percentage times $75,000)
A’s gross income for calendar year 1982. In
addition, A includes the interest payment
made by Y on July 1 in A’s gross income for
1982.

(2) Amounts treated as payment. If
under paragraph (e)(1) of this section
an obligation is treated as a payment
in the year received, the amount real-
ized by reason of such payment shall be
determined in accordance with the tax-
payer’s method of accounting. If the
taxpayer uses the cash receipts and dis-
bursements method of accounting, the
amount realized on such payment is
the fair market value of the obligation.
If the taxpayer uses the accrual meth-
od of accounting, the amount realized
on receipt of an obligation payable on
demand is the face amount of the obli-
gation, and the amount realized on re-
ceipt of an obligation with coupons at-
tached or a readily tradable obligation
is the stated redemption price at matu-
rity less any original issue discount (as
defined in section 1232(b)(1)) or, if there
is no original issue discount, the
amount realized is the stated redemp-
tion price at maturity appropriately
discounted to reflect total unstated in-
terest (as defined in section 483(b)), if
any.

(3) Payable on demand. An obligation
shall be treated as payable on demand
only if the obligation is treated as pay-
able on demand under applicable state
or local law.

(4) Designed to be readily tradable in an
established securities market—(i) In gen-
eral. Obligations issued by a corpora-
tion or government or political sub-
division thereof will be deemed to be in
a form designed to render such obliga-
tions readily tradable in an established
securities market if—

(A) Steps necessary to create a mar-
ket for them are taken at the time of

issuance (or later, if taken pursuant to
an expressed or implied agreement or
understanding which existed at the
time of issuance),

(B) If they are treated as readily
tradable in an established securities
market under paragraph (e)(4)(ii) of
this section, or

(C) If they are convertible obliga-
tions to which paragraph (e)(5) of this
section applies.

(ii) Readily tradable in an established
securities market. An obligation will be
treated as readily tradable in an estab-
lished securities market if—

(A) The obligation is part of an issue
or series of issues which are readily
tradable in an established securities
market, or

(B) The corporation issuing the obli-
gation has other obligations of a com-
parable character which are described
in paragraph (e)(4)(ii)(A) of this sec-
tion. For purposes of paragraph
(e)(4)(ii)(B) of this section, the deter-
mination as to whether there exist ob-
ligations of a comparable character de-
pends upon the particular facts and cir-
cumstances. Factors to be considered
in making such determination include,
but are not limited to, substantial sim-
ilarity with respect to the presence and
nature of security for the obligation,
the number of obligations issued (or to
be issued), the number of holders of
such obligation, the principal amount
of the obligation, and other relevant
factors.

(iii) Readily tradable. For purposes of
paragraph (e)(4)(ii)(A) of this section,
an obligation shall be treated as read-
ily tradable if it is regularly quoted by
brokers or dealers making a market in
such obligation or is part of an issue a
portion of which is in fact traded in an
established securities market.

(iv) Established securities market. For
purposes of this paragraph, the term
‘‘established securities market’’ in-
cludes (A) a national securities ex-
change which is registered under sec-
tion 6 of the Securities Exchange Act
of 1934 (15 U.S.C. 78f), (B) an exchange
which is exempted from registration
under section 5 of the Securities Ex-
change Act of 1934 (15 U.S.C. 78e) be-
cause of the limited volume of trans-
actions, and (c) any over-the-counter
market. For purposes of this (iv), an
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over-the-counter market is reflected by
the existence of an interdealer
quotation system. An interdealer
quotation system is any system of gen-
eral circulation to brokers and dealers
which regularly disseminates
quotations of obligations by identified
brokers or dealers, other than a
quotation sheet prepared and distrib-
uted by a broker or dealer in the regu-
lar course of business and containing
only quotations of such broker or deal-
er.

(v) Examples. The rules stated in this
paragraph may be illustrated by the
following examples:

Example (1). On June 1, 1982, 25 individuals
owning equal interests in a tract of land
with a fair market value of $1 million sell
the land to corporation Y. The $1 million
sales price is represented by 25 bonds issued
by Y, each having a face value of $40,000. The
bonds are not in registered form and do not
have interest coupons attached, and, in addi-
tion, are payable in 120 equal installments,
each due on the first business day of each
month. In addition, the bonds are negotiable
and may be assigned by the holder to any
other person. However, the bonds are not
quoted by any brokers or dealers who deal in
corporate bonds, and, furthermore, there are
no comparable obligations of Y (determined
with reference to the characteristics set
forth in paragraph (e)(2) of this section)
which are so quoted. Therefore, the bonds
are not treated as readily tradable in an es-
tablished securities market. In addition,
under the particular facts and circumstances
stated, the bonds will not be considered to be
in a form designed to render them readily
tradable in an established securities market.
The receipt of such bonds by the holder is
not treated as a payment for purposes of sec-
tion 453(f)(4), notwithstanding that they are
freely assignable.

Example (2). On April 1, 1981, corporation M
purchases in a casual sale of personal prop-
erty a fleet of trucks from corporation N in
exchange for M’s negotiable notes, not in
registered form and without coupons at-
tached. The M notes are comparable to ear-
lier notes issued by M, which notes are
quoted in the Eastern Bond section of the
National Daily Quotation Sheet, which is an
interdealer quotation system. Both issues of
notes are unsecured, held by more than 100
holders, have a maturity date of more than
5 years, and were issued for a comparable
principal amount. On the basis of these simi-
lar characteristics it appears that the latest
notes will also be readily tradable. Since an
interdealer system reflects an over-the-
counter market, the earlier notes are treated
as readily tradable in an established securi-

ties market. Since the later notes are obliga-
tions comparable to the earlier ones, which
are treated as readily tradable in an estab-
lished securities market, the later notes are
also treated as readily tradable in an estab-
lished securities market (whether or not
such notes are actually traded).

(5) Special rule for convertible securi-
ties—(i) General rule. If an obligation
contains a right whereby the holder of
such obligation may convert it directly
or indirectly into another obligation
which would be treated as a payment
under paragraph (e)(1) of this section or
may convert it directly or indirectly
into stock which would be treated as
readily tradable or designed to be read-
ily tradable in an established securities
market under paragraph (e)(4) of this
section, the convertible obligation
shall be considered to be in a form de-
signed to render such obligation read-
ily tradable in an established securities
market unless such obligation is con-
vertible only at a substantial discount.
In determining whether the stock or
obligation into which an obligation is
convertible is readily tradable or de-
signed to be readily tradable in an es-
tablished securities market, the rules
stated in paragraph (e)(4) of this sec-
tion shall apply, and for purposes of
such paragraph (e)(4) if such obligation
is convertible into stock then the term
‘‘stock’’ shall be substituted for the
term ‘‘obligation’’ wherever it appears
in such paragraph (e)(4).

(ii) Substantial discount rule. Whether
an obligation is convertible at a sub-
stantial discount depends upon the par-
ticular facts and circumstances. A sub-
stantial discount shall be considered to
exist if at the time the convertible ob-
ligation is issued, the fair market
value of the stock or obligation into
which the obligation is convertible is
less than 80 percent of the fair market
value of the obligation (determined by
taking into account all relevant fac-
tors, including proper discount to re-
flect the fact that the convertible obli-
gation is not readily tradable in an es-
tablished securities market and any
additional consideration required to be
paid by the taxpayer). Also, if a privi-
lege to convert an obligation into
stock or an obligation which is readily
tradable in an established securities
market may not be exercised within a
period of one year from the date the
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obligation is issued, a substantial dis-
count shall be considered to exist.

(6) Effective date. The provisions of
this paragraph (e) shall apply to sales
or other dispositions occurring after
May 27, 1969, which are not made pursu-
ant to a binding written contract en-
tered into on or before such date. No
inference shall be drawn from this sec-
tion as to any questions of law con-
cerning the application of section 453
to sales or other dispositions occurring
on or before May 27, 1969.

[T.D. 7768, 46 FR 10709, Feb. 4, 1981; 46 FR
13688, Feb. 24, 1981; 46 FR 43036, Aug. 26, 1981,
as amended by T.D. 7788, 46 FR 48920, Oct. 5,
1981; T.D. 8535, 59 FR 18751, Apr. 20, 1994]

§ 15a.453–2 Installment obligations re-
ceived as liquidating distribution.
[Reserved]

PART 16—TEMPORARY REGULA-
TIONS UNDER THE REVENUE ACT
OF 1962

AUTHORITY: Sec. 7805, 68 Stat. 917; 26 U.S.C.
7805.

§ 16.3–1 Returns as to the creation of
or transfers to certain foreign
trusts.

(a) Requirement of return. Every Unit-
ed States person who, on or after Octo-
ber 16, 1962, either creates a foreign
trust or transfers money or property to
a foreign trust, directly or indirectly,
shall file an information return on
Form 3520, except as provided in sub-
paragraph (4) of paragraph (d) of this
section. The return must be filed by
the grantor or the transferor, or the fi-
duciary of the estate in the case of a
testamentary trust. The return must
be filed whether or not any beneficiary
is a United States person and whether
or not the grantor or any other person
may be treated as the substantial
owner of any portion of the trust under
sections 671–678.

(b) Meaning of terms. For purposes of
this section the following terms shall
have the meaning assigned to them in
this paragraph:

(1) Foreign trust. See section
7701(a)(31) of the Code for the definition
of foreign trust.

(2) United States person. See section
7701(a)(30) of the Code for the definition
of United States person.

(3) Grantor. The term ‘‘grantor’’ re-
fers to any United States person who
by an inter vivos declaration or agree-
ment creates a foreign trust.

(4) Transferor. The term ‘‘transferor’’
refers to any United States person,
other than a person who is the grantor
or the fiduciary (as defined in subpara-
graph (5) of this paragraph), who trans-
fers money or property to or for the
benefit of a foreign trust. It does not
refer to a person who transfers money
or property to a foreign trust pursuant
to a sale or an exchange which is made
for full and adequate consideration.

(5) Fiduciary of an estate. In the case
of a testamentary trust expressed in
the will of a decedent the term ‘‘fidu-
ciary of an estate’’ refers to the execu-
tor or administrator who is responsible
for establishing a foreign trust on be-
half of the decedent.

(c) Information required. The return
required by section 6048 and this sec-
tion shall be made on Form 3520 and
shall set forth the following informa-
tion:

(1) The name, address, and identify-
ing number of the person (or persons)
filing the return, a statement identify-
ing each person named as either a
grantor, fiduciary of an estate, or
transferor, and the date of the trans-
action for which the return is being
filed;

(2) In the case of a fiduciary of an es-
tate, the name and identifying number
of the decedent;

(3) The name of the trust and the
name of the country under whose laws
the foreign trust was created;

(4) The date the foreign trust was
created and the name and address of
the person (or persons) who created it;

(5) The date on which the trust is to
terminate or a statement describing
the conditions which will cause the
trust to terminate;

(6) The name and business address of
the foreign trustee (or trustees);

(7) A statement either that the trust-
ee is required to distribute all of the
trust’s income currently (in which case
the information required in subpara-
graph (c)(9) of this paragraph need not
be furnished) or a statement that the
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trust may accumulate some or all of
its income;

(8) The name, address, and identify-
ing number, if any, of each beneficiary
who is either named in the instrument
or whose identity is definitely ascer-
tainable at the time the return re-
quired by this section is filed, and the
date of birth for each beneficiary who
is a United States person and whose
rights under the trust are determined,
in whole or in part, by reference to the
beneficiary’s age;

(9) Except as provided in subpara-
graph (c)(7) of this paragraph, a state-
ment with respect to each beneficiary
setting forth his right to receive in-
come or corpus, or both, from the
trust, his proportionate interest, if
any, in the income or corpus, or both,
of the trust, and any condition govern-
ing the time when a distribution to
him may be made, such as a specific
date or age (or in lieu of such state-
ment a copy of the trust instrument
which must be attached to the return);

(10) A detailed list of the property
transferred to the foreign trust in the
transaction for which the return is
being filed, containing a complete de-
scription of each item transferred, its
adjusted basis and its fair market
value on the date transferred, and the
consideration, if any, paid by the for-
eign trust for such transfer; and

(11) The name and address of the per-
son (or persons) having custody of the
books of account and records of the for-
eign trust, and the location of such
books and records if different from
such address.

(d) Special provisions—(1) Separate re-
turn for each foreign trust and each
transfer. If a United States person cre-
ates more than one foreign trust or
transfers money or property to more
than one foreign trust, then separate
returns must be filed with respect to
each foreign trust where returns are re-
quired under section 6048 and this sec-
tion. If a United States person trans-
fers money or property to the same for-
eign trust at different times, then sepa-
rate returns must be filed with respect
to each transfer where returns are re-
quired under section 6048 and this sec-
tion. However, where more than one
transfer to the same foreign trust is
made by a United States person during

any 90-day period, such person may, at
his election, file a single return, so
long as the return includes the infor-
mation required with respect to each
transfer and is filed on or before the
90th day after the earliest transfer in
any such period.

(2) Joint returns. Where returns are re-
quired under section 6048 and this sec-
tion by two or more persons who either
jointly create a foreign trust or jointly
transfer money or property to a foreign
trust, they may jointly execute and file
one return in lieu of filing several re-
turns.

(3) Actual ownership of money or prop-
erty transferred. If any person referred
to in this section is not the real party
in interest as to the money or property
transferred but is merely acting for a
United States person, the information
required under this section shall be fur-
nished in the name of and by the actual
owner of such money or property, ex-
cept that a fiduciary of an estate shall
file information relating to the dece-
dent.

(4) Payments to an employees’ trust, etc.
In the case of contributions made to a
foreign trust under a plan which pro-
vides pension, profit-sharing, stock
bonus, sickness, accident, unemploy-
ment, welfare, or similar benefits or a
combination of such benefits for em-
ployees, neither employers nor employ-
ees shall be required to file a return as
set forth in this section.

(e) Time and place for filing return—(1)
Time for filing. Any return required by
section 6048 and this section shall be
filed on or before the 90th day after ei-
ther the creation of any foreign trust
by a United States person or the trans-
fer of any money or property to a for-
eign trust by a United States person.
The Director of International Oper-
ations is authorized to grant reason-
able extensions of time to file returns
under section 6048 and this section in
accordance with the applicable provi-
sions of section 6081(a) and § 1.6081–1.

(2) Place for filing. Returns required
by section 6048 and this section shall be
filed with the Director of International
Operations, Internal Revenue Service,
Washington D.C. 20225.

(f) Penalties—(1) Criminal. For crimi-
nal penalties for failure to file a return
see section 7203. For criminal penalties
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for filing a false or fraudulent return,
see sections 7206 and 7207.

(2) Civil. For civil penalty for failure
to file a return or failure to show the
information required on a return under
this section, see section 6677.

[T.D. 6632, 28 FR 277, Jan. 10, 1963]

PART 16A—TEMPORARY INCOME
TAX REGULATIONS RELATING TO
THE PARTIAL EXCLUSION FOR
CERTAIN CONSERVATION COST-
SHARING PAYMENTS

Sec.
16A.126–0 Effective dates.
16A.126–1 Certain cost-sharing payments—

in general.
16A.126–2 Section 126 elections.
16A.1255–1 General rule for treatment of

gain from disposition of section 126 prop-
erty.

16A.1255–2 Special rules.

AUTHORITY: Secs. 126 and 7805 of the Inter-
nal Revenue Code of 1954 (92 Stat. 2888, 26
U.S.C. 126; 68A Stat. 917, 26 U.S.C. 7805).

SOURCE: T.D. 7778, 46 FR 27637, May 21, 1981,
unless otherwise noted.

§ 16A.126–0 Effective dates.
These temporary regulations shall

apply to any payments received under
a contract signed by the taxpayer and
the appropriate agency after Septem-
ber 30, 1979.

§ 16A.126–1 Certain cost-sharing pay-
ments—in general.

(a) Introduction. In general, section
126 provides that recipients of pay-
ments made after September 30, 1979
under certain conservation, reclama-
tion and restoration programs may ex-
clude all or a portion of those pay-
ments from income if the payments do
not substantially increase the annual
income derived by the taxpayer from
the affected property. For purposes of
this section, the term ‘‘payment’’ as
used in section 126 means payment of
the economic benefit, if any, conferred
upon the taxpayer upon receipt of the
improvement. An increase in annual
income is substantial if it exceeds the
greater of 10 percent of the average an-
nual income derived from the affected
property prior to receipt of the im-
provement or an amount equal to $2.50
times the number of affected acres. The

amount of gross income which a tax-
payer realizes upon the receipt of a sec-
tion 126 payment is the value of the
section 126 improvement, reduced by
the sum of the excludable portion and
the taxpayer’s share of the cost of the
improvement (if any).

(b) Definitions. For purposes of this
section, the term:

(1) ‘‘Cost of the improvement’’ means
the sum of amounts paid by a govern-
ment and the taxpayer, whether or not
with borrowed funds, for the improve-
ment.

(2) ‘‘Section 126 cost’’ means the cost
of the improvement less the sum of

(i) Any government payments under
a program which is not listed in sec-
tion 126(a),

(ii) Any portion of a government pay-
ment under a program which is listed
in section 126(a) which the Secretary of
Agriculture has not certified is pri-
marily for purposes of conservation,

(iii) Any government payment to the
taxpayer which is in the nature of rent
or compensation for services.

(3) ‘‘Value of the section 126 improve-
ment’’ means the fair market value of
the improvement multiplied by a frac-
tion, the numerator of which is the sec-
tion 126 cost and the denominator of
which is the cost of the improvement.

(4) ‘‘Affected acreage’’ means the
acres affected by the improvement.

(5) ‘‘Excludable portion’’ means the
present fair market value of the right
to receive annual income from the af-
fected acreage of the greater of 10 per-
cent of the prior average annual in-
come from the affected acreage or $2.50
times the number of affected acres.

(6) ‘‘Prior average annual income’’
means the average of the gross receipts
from the affected acreage for the last
three taxable years preceding the tax-
able year in which installation of the
improvement is commenced.

(7) ‘‘Section 126 improvement’’ means
the portion of the improvement equal
to the percentage which government
payments made to the taxpayer, which
the Secretary of Agriculture has cer-
tified were made primarily for the pur-
pose of conservation, bear to the cost
of the improvement.

(c) Income realized upon receipt of a
section 126 improvement—(1) Section 126
exclusion applied. Unless a taxpayer
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elects not to have section 126 apply,
the amount of gross income realized on
receipt of the section 126 improvement
is the value of the section 126 improve-
ment less the sum of the taxpayer’s
share of the cost of the improvement
and the excludable portion.

(2) Section 126 exclusion not applied. If
a taxpayer elects under section 126(c)
not to have section 126 apply in whole
or in part, the amount realized on the
receipt of the section 126 improvement
is the value of the section 126 improve-
ment less the sum of the taxpayer’s
share of the cost of the improvement
and the excludable portion that ap-
plies, if any.

(d) Payments under watershed pro-
grams—(1) Programs within section
126(a)(9). Section 126(a)(9) covers cer-
tain programs affecting small water-
sheds.
These programs must be administered
by the Secretary of Agriculture and be
determined by the Commissioner to be
substantially similar to the type of
program described in section 126(a) (1)
through (8). The Commissioner has de-
termined that section 126 improve-
ments made in connection with small
watersheds are within the scope of sec-
tion 126(a)(9) if they are made under
one of the following programs:

(A) The Watershed Protection and
Flood Prevention Act, Pub. L. 566, 68
Stat. 666, as amended (16 U.S.C. 1001, et
seq.), as funded by the Act of November
9, 1979, Pub. L. 96–108, 93 Stat. 834.

(B) Flood Prevention Projects, Pub.
L. 86–468, sec. 1, 74 Stat. 131, as amend-
ed (16 U.S.C. 1006a); Pub. L. 78–534, sec.
2, 58 Stat. 889 (33 U.S.C. 701a–1); Pub. L.
78–534, sec. 13, 58 Stat. 905;

(C) Emergency Watershed Protec-
tion, Pub. L. 81–516, sec. 216, 64 Stat. 184
(33 U.S.C. 701b–1), and

(D) Colorado River Basin Salinity
Control Act, Pub. L. 93–320, 88 Stat. 266:

(1) Title 1—Programs downstream
from Imperial Dam, and

(2) Title 2—Measures upstream from
Imperial Dam.

(2) Other programs. The Commissioner
may announce further determinations
under section 126(a)(9) from time to
time in the Internal Revenue Bulletin.

(3) Small watershed defined. A water-
shed is a ‘‘small watershed’’ under this
paragraph and section 126(a)(9) if the

watershed or subwatershed does not ex-
ceed 250,000 acres and does not include
any single structure providing more
than 12,500 acre-feet of floodwater de-
tention capacity, nor more than 25,000
acre-feet of total capacity.

(e) Basis of property not increased by
reason of excludable amounts. Notwith-
standing any provision of section 1016
(relating to adjustments to basis) to
the contrary, basis of any property
does not include any amount which is
excludable from gross income under
section 126.

(f) Cross reference. For rules relating
to the recapture as ordinary income of
the gain from the disposition (within 20
years of the date of receipt) of property
for which an exclusion is claimed for a
section 126 improvement, see section
1255 and the regulations thereunder.

(g) Examples. The provisions of this
section are illustrated by the following
examples:

Example (1). In 1981, 100 acres of the tax-
payer’s land is reclaimed under a Rural
Abandoned Mine Program contract with the
Soil Conservation Service of the U.S. Depart-
ment of Agriculture. The total cost of the
improvement is $700,000. USDA pays $690,000,
the taxpayer $10,000. The Secretary of Agri-
culture certifies that 95% of the $690,000
USDA payment was primarily for the pur-
pose of conservation. Therefore, $34,500
($690,000×.05) is a nonsection 126 payment.
$150,000 of USDA’s payment is compensation
for the taxpayer’s service in the reclamation
project and is includable in gross income as
compensation for services. The taxpayer has
$20,000 of allowable deductions in 1981, $15,500
of which are properly attributable to the
USDA payment. Based on all the facts and
circumstances, the value of the improvement
is $21,000. The taxpayer elects not to have
section 126 apply. The taxpayer computes the
amount which is included in gross income as
a result of receipt of the improvement as fol-
lows:
(1)

Cost of improvement ........................................... $700,000
Nonsection 126 payment .............................. (34,500)
Compensation for services ........................... (150,000)
Current deductions ....................................... (15,500)

Section 126 cost .................................... 500,000

(2)

Value of improvement .......................................... 21,000
Multiplied by section 126 cost ...................... ×500,000

Cost of improvement .................................... 700,000
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Value of section 126 improvement ....... 15,000

(3)

Value of section 126 improvement ...................... 15,000
(Taxpayer’s contribution) ..................................... 10,000

Amount included in gross income ......... 5,000

Example (2). The facts are the same as ex-
ample (1) except that section 126 applies.
Based on all the facts and circumstances, the
present fair market value of the right to re-
ceive annual income from the property of 10
percent of the prior average annual income
of the affected acreage prior to the receipt of
the improvement is $1,380 and the present
fair market value of the right to receive $250
($2.50×100 acres) is $1,550. The excludable por-
tion is, therefore, $1,550. The taxpayer com-
putes the amount included in gross income
as follows:
Value of section 126 improvement ...................... $15,000
(Taxpayer’s contribution) ..................................... (10,000)
(Excludable portion) ............................................. (1,550)

Amount included in income ...................... 3,450

Example (3). The facts are the same as ex-
ample (2) except that the present value of 10
percent of the prior average annual income
is $5,600. The taxpayer realizes no income as
a result of receipt of the section 126 project.

(1)
Value of section 126 improvement ...................... $15,000
(Taxpayer’s contribution) ..................................... (10,000)
(Excludable portion) ............................................. (5,600)

Amount included in income ...................... 0

Example (4). In 1983, the taxpayer signs a
contract under the water bank program
under which he will maintain 20 acres of un-
disturbed wetlands as a wildfowl preserve. In
return he will receive $90 an acre as rent
from the government. Although the payment
is made under a program listed in section
126(a) and the Secretary of Agriculture has
certified that the entire amount of payment
was made primarily for the purpose of con-
servation, there is no income eligible for sec-
tion 126 exclusion because the full payment
is rent. The rent is included in full in gross
income.

Example (5). In 1980, the taxpayer reforests
200 acres of nonindustrial private forest land
by planting tree seedlings. The taxpayer
pays the full cost of the reforestation,
$15,000. Under the cost-sharing provisions of
the forestry incentives program, the tax-
payer receives a reimbursement from USDA
of $12,000. The Secretary of Agriculture cer-
tifies that 100% of the USDA payment is pri-
marily for the purpose of conservation. As-
sume that the excludable portion is $3,500
and that based on all the facts and cir-
cumstances, the value of the improvement is
$15,000. The amount which is includable in
income is the value of the section 126 im-

provement, reduced by the excludable por-
tion and the taxpayer’s share of the cost of
the improvement. Therefore the taxpayer in-
cludes $8,500 in gross income as a result of
the USDA payment, computed as follows:
Value of the section 126 improvement ........ $15,000
(Excludable portion) ..................................... (3,500)
(Taxpayer’s contribution) ............................. (3,000)

Amount included in gross income .... 8,500

[T.D. 7748, 46 FR 27637, May 21, 1981; 46 FR
41043, Aug. 14, 1981]

§ 16A.126–2 Section 126 elections.

(a) Election for section 126 not to apply
in whole or in part. A taxpayer may
elect under section 126(c) not to have
section 126 apply to all or any part of
an improvement described in section
126.

(b) Application of the section 126 exclu-
sion. To the extent the section 126 ex-
clusion applies, the taxpayer should so
indicate on an attachment to the tax
return (or amended return) for the tax-
able year in which the taxpayer re-
ceived the last payment made by a gov-
ernment for the improvement. The at-
tachment should state the dollar
amount of the section 126 cost funded
by a government payment, the value of
the section 126 improvement, and the
amount that the taxpayer is excluding
under section 126.

§ 16A.1255–1 General rule for treat-
ment of gain from disposition of
section 126 property.

(a) Ordinary income—(1) General rule.
Except as otherwise provided in this
section and § 16A.1255–2, if section 126
property is disposed of after September
30, 1979, then under section 1255(a)(1)
there shall be recognized as ordinary
income the lesser of—

(i) The ‘‘excludable portion’’ under
section 126, or

(ii)(A) The excess of the amount real-
ized (in the case of a sale, exchange, or
involuntary conversion), or the fair
market value of the section 126 prop-
erty (in the case of any other disposi-
tion), over the adjusted basis of the
property, less

(B) The amount recognized as ordi-
nary income under the other provisions
of Chapter I, Subchapter P, Part IV of
the Code.
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(2) Application of section. Any gain
treated as ordinary income under sec-
tion 1255(a)(1) shall be recognized as or-
dinary income notwithstanding any
other provision of subtitle A of the
Code except that section 1255 does not
apply to the extent the gain is recog-
nized as ordinary income under the
other provisions of Subchapter P, Part
IV of the Code. For special rules with
respect to the application of section
1255, see § 16A.1255–2. For the relation of
section 1255 to other provisions, see
paragraph (c) of this section.

(3) Meaning of terms. For purposes of
section 1255 and these regulations—

(i) The term ‘‘section 126 property’’
means any property acquired, im-
proved, or otherwise modified as a re-
sult of a payment listed in section
126(a) which has been certified by the
Secretary of Agriculture as primarily
for the purpose of conservation;

(ii) The term ‘‘excludable portion’’ is
defined in § 16A.126–1(b)(5);

(iii) The term ‘‘disposition’’ has the
same meaning as in § 1.1245–1(a)(3);

(iv) The term ‘‘date of receipt of the
section 126 payment’’ means the last
date the government made a payment
for the improvements.

(4) Applicable percentage. If section 126
property is disposed of less than 10
years after the date of receipt of the
last payment which has been certified
by the Secretary of Agriculture as pri-
marily for the purpose of conservation,
the ‘‘applicable percentage’’ is 100 per-
cent; if section 126 property is disposed
of more than 10 years after that date,
the applicable percentage is 100 percent
reduced (but not below zero) by 10 per-
cent for each year or part thereof in ex-
cess of 10 years such property was held
after the date of the section 126 pay-
ment.

(5) Portion of parcel. The amount of
gain to be recognized as ordinary in-
come under section 1255(a)(1) shall be
determined separately for each parcel
of section 126 property in a manner
consistent with the principles of § 1245–
1(a) (4) and (5) relating to gain from
disposition of certain depreciable prop-
erty. If (i) only a portion of a parcel of
section 126 property is disposed of in a
transaction, or if two or more portions
of a single parcel are disposed of in one
transaction, and (ii) the aggregate of

‘‘excludable portions’’ with respect to
any such portion cannot be established
to the satisfaction of the Commis-
sioner, then the aggregate of the ‘‘ex-
cludable portions’’ in respect of the en-
tire parcel shall be allocated to each
portion in proportion to the fair mar-
ket value of each at the time of the dis-
position.

(b) Instances of nonapplication—(1) In
general. Section 1255 does not apply if a
taxpayer disposes of section 126 prop-
erty more than 20 years after receipt of
the last section 126 payment with re-
spect to the property.

(2) Losses. Section 1255(a)(1) does not
apply to losses. Thus, section 1255(a)(1)
does not apply if a loss is realized upon
a sale, exchange, or involuntary con-
version of property, all of which is sec-
tion 126 property, nor does the section
apply to a disposition of the property
other than by way of sale, exchange, or
involuntary conversion if at the time
of the disposition the fair market value
of the property is not greater than its
adjusted basis.

(c) Relation of section 1255 to other pro-
visions—(1) General. The provisions of
section 1255 apply notwithstanding any
other provisions of Subtitle A of the
Code except that they do not apply to
the extent gain is recognized as ordi-
nary income under the other provisions
of Subchapter P, Part IV of the Code.
Thus, unless an exception or limitation
under § 16A.1255–2 applies, gain under
section 1255(a)(1) is recognized notwith-
standing any contrary nonrecognition
provision or income characterizing pro-
vision. For example, since section 1255
overrides section 1231 (relating to prop-
erty used in the trade or business), the
gain recognized under section 1255 upon
a disposition of section 126 property
will be treated as ordinary income and
only the remaining gain, if any, from
the disposition may be considered as
gain from the sale or exchange of prop-
erty to which section 1231 applies. See
example (1) of paragraph (d) of this sec-
tion.

(2) Nonrecognition sections overridden.
The nonrecognition of gain provisions
of Subtitle A of the Code which section
1255 overrides include, but are not lim-
ited to, sections 267(d), 311(a), 336, 337,
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and 512(b)(5). See § 16A.1255–2 for the ex-
tent to which section 1255(a)(1) over-
rides sections 332, 351, 361, 371(a), 374(a),
721, 731, 1031, and 1033.

(3) Installment method. Gain from a
disposition to which section 1255(a)(1)
applies may be reported under the in-
stallment method if such method is
otherwise available under section 453 of
the Code. In such a case, the portion of
the installment payment that is gain is
treated as follows: first as ordinary
gain under other sections of Chapter I
Subchapter P, Part IV of the Code
until all that gain has been reported;
next as ordinary gain to which section
1255 applies until all that gain is re-
ported; and finally as gain under other
sections of Chapter I, Subchapter D,
Part IV of the Code. For treatment of
amounts as interest on certain deferred
payments, see section 483.

(4) Exempt income. With regard to ex-
empt income, the principles of § 1.1245–
6(e) shall be applicable.

(5) Treatment of gain not recognized
under section 1255(a)(1). For treatment
of gain not recognized under this sec-
tion, the principles of § 1.1245–6(f) shall
be applicable.

(d) Example. The provisions of this
section may be illustrated by the fol-
lowing example:

Example (1). Individual A uses the calendar
year as his taxable year. On April 10, 1995, A
sells for $75,000 section 126 property with an
adjusted basis of $52,500 for a realized gain of
$22,500. The excludable portion under section
126 was $18,000. A received the section 126
payment on January 5, 1990. No gain is recog-
nized as ordinary gain under sections 1231
through 1254. Because the applicable percent-
age, 100 percent, of the aggregate of the sec-
tion 126 improvements ($18,000), $18,000, is
lower than the gain realized, $22,500, the
amount of gain recognized as ordinary in-
come under section 1255(a)(1) is $18,000. The
remaining $4,500 of the gain may be treated
as gain from the sale or exchange of property
described in section 1231.

§ 16A.1255–2 Special rules.
(a) Exception for gifts—(1) General rule.

In general, no gain shall be recognized
under section 1255(a)(1) upon a disposi-
tion of section 126 property by gift. For
purposes of section 1255 and this para-
graph, the term ‘‘gift’’ shall have the
same meaning as in § 1.1245–4(a) and,
with respect to the application of this

paragraph, principles illustrated by the
examples of § 1.1245–4(a)(2) shall apply.

(2) Disposition in part a sale or ex-
change and in part a gift. Where a dis-
position of section 126 property is in
part a sale or exchange and in part a
gift, the amount of gain which shall be
recognized as ordinary income under
section 1255(a)(1) shall be computed
under § 16A.1255–1(a)(1), applied by
treating the gain realized (for purposes
of § 16A.1255–1(a)(1)(ii)), as the excess of
the amount realized over the adjusted
basis of the section 126 property.

(3) Treatment of section 126 property in
hands of transferee. See paragraph (d) of
this section for treatment of the trans-
feree in the case of a disposition to
which this paragraph applies.

(4) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example (1). On March 2, 1986, A makes a
gift to B of a parcel of land having an ad-
justed basis of $40,000 and fair market value
of $65,000. On the date of that gift, the aggre-
gate of excludable portions under section 126
was $24,000. The section 126 payments were
all received on January 15, 1981. Upon mak-
ing the gift, A recognizes no gain under sec-
tion 1255(a)(1). See paragraph (a)(1) of this
section. For treatment of the property in the
hands of B, see example (1) of paragraph
(d)(3) of this section.

Example (2). (i) Assume the same facts as in
example (1), except that A transfers the land
to B for $50,000. Assume further that no gain
is recognized as ordinary income under any
other provision of Chapter I, Subchapter P,
Part IV of the Code. Thus, the gain realized
is $10,000 (amount realized, $50,000, minus ad-
justed basis, $40,000), and A has made a gift
of $15,000 (fair market value, $65,000, minus
amount realized, $50,000).

(ii) Upon the transfer of the land to B, A
recognizes $10,000 as ordinary income under
section 1255(a)(1), computed under paragraph
(a)(2) of this section as follows:
(1) Aggregate of excludable portions under

section 126 ..................................................... $24,000
(2) Multiply: Applicable percentage for land dis-

posed if within sixth year after section 126
payments were received ................................ 100

(3) Amount in § 16A.1255–1(a)(1)(i) .................. $24,000

(4) Gain realized (see (i) of this example) ........ 10,000
(5) Amount in § 16A.1255–1(a)(1)(ii) applied in

accordance with paragraph (a)(2) of this sec-
tion .................................................................. 10,000

(6) Lower of line (3) or line (5) .......................... 10,000

Thus, the entire gain realized on the trans-
fer, $10,000, is recognized as ordinary income.
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For treatment of the farm land in the
hands of B, see example (2) of paragraph
(d)(3) of this section.

(b) Exception for transfer at death—(1)
In general. Except as provided in sec-
tion 691 (relating to income in respect
of a decedent), no gain shall be recog-
nized under section 1255(a)(1) upon a
transfer at death. For purposes of sec-
tion 1255 and this paragraph, the term
‘‘transfer at death’’ shall have the
same meaning as in § 1.1245–4(b) and,
with respect to the application of this
paragraph, principles illustrated by the
examples of § 1.1245–4(b)(2) shall apply.

(2) Treatment of section 126 property in
hands of transferee. If, as of the date a
person acquires section 126 property
from a decedent, the person’s basis is
determined by reason of the applica-
tion of section 1014(a), solely by ref-
erence to the fair market value of the
property on the date of the decedent’s
death, or on the applicable date pro-
vided in section 2032 (relating to alter-
native valuation date), then on that
date the aggregate of excludable por-
tions under section 126 in the hands of
such transferee is zero.

(c) Limitation for certain tax-free trans-
actions—(1) Limitation on amount of
gain. Upon a transfer of section 126
property described in paragraph (c)(2)
of this section, the amount of gain rec-
ognized as ordinary income under sec-
tion 1255(a)(1) shall not exceed an
amount equal to the excess (if any) of
(i) the amount of gain recognized to
the transferor on the transfer (deter-
mined without regard to section 1255)
over (ii) the amount (if any) of gain
recognized as ordinary income under
the other provisions of Chapter I, Sub-
chapter P, Part IV of the Code. For
purposes of paragraph (c)(1) of this sec-
tion, the principles of § 1.1245–4(c)(1)
shall apply. Thus, in the case of a
transfer of section 126 property and
other property in one transaction, the
amount realized from the disposition of
the section 126 property (as determined
in a manner consistent with the prin-
ciples of § 1.1245–1(a)(5)) shall consist of
that portion of the fair market value of
each property acquired which bears the
same ratio to the fair market value of
the acquired property as the amount
realized from the disposition of the sec-
tion 126 property bears to the total

amount realized. The preceding sen-
tence shall be applied solely for pur-
poses of computing the portion of the
total gain (determined without regard
to section 1255) which is eligible to be
recognized as ordinary income under
section 1255(a)(1). The provisions of this
paragraph do not apply to a disposition
of property to an organization (other
than a cooperative described in section
521) which is exempt from the tax im-
posed by Chapter I of the Code.

(2) Transfers covered. The transfers re-
ferred to in paragraph (c)(1) of this sec-
tion are transfers of section 126 prop-
erty in which the basis of the property
in the hands of the transferee is deter-
mined by reference to its basis in the
hands of the transferor by reason of the
application of any of the following pro-
visions:

(i) Section 332 (relating to distribu-
tions in complete liquidation of an 80-
percent-or-more controlled subsidiary
corporation). For application of para-
graph (c)(1) of this section to such a
complete liquidation, the principles of
§ 1.1245–4(c)(3) shall apply. Thus, for ex-
ample, the provisions of paragraph
(c)(1) of this section do not apply to a
liquidating distribution of section 126
property by an 80-percent-or-more con-
trolled subsidiary to its parent if the
parent’s basis for the property is deter-
mined, under section 334(b)(2), by ref-
erence to its basis for the stock of the
subsidiary.

(ii) Section 351 (relating to transfer
to a corporation controlled by the
transferor).

(iii) Section 361 (relating to ex-
changes pursuant to certain corporate
reorganizations).

(iv) Section 371(a) (relating to ex-
changes pursuant to certain receiver-
ship and bankruptcy proceedings).

(v) Section 374(a) (relating to ex-
changes pursuant to certain railroad
reorganizations).

(vi) Section 721 (relating to transfers
to a partnership in exchange for a part-
nership interest). See paragraph (e) of
this section.

(vii) Section 731 (relating to distribu-
tions by a partnership to a partner).
For special carryover of basis rule, see
paragraph (e) of this section.

(viii) Section 1031 (relating to like
kind exchanges).
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(ix) Section 1034 (relating to rollover
of gain on the sale of a principal resi-
dence).

(3) Treatment of section 126 property in
the hands of transferee. See paragraph
(d) of this section for treatment of the
transferee in the case of a disposition
to which this paragraph applies.

(4) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example (1). On January 4, 1986, A holds a
parcel of property that is section 126 prop-
erty having an adjusted basis of $15,000 and a
fair market value of $40,000. On that date he
transfers the parcel to corporation M in ex-
change for stock in the corporation worth
$40,000 in a transaction qualifying under sec-
tion 351. On the date of the transfer, the ag-
gregate of excludable portions under section
126 with respect to the transferred property
is $18,000 and all of such amount was received
on March 25, 1981. With regard to section
1255, A would recognize no gain under section
351 upon the transfer and M’s basis for the
land would be determined under section
362(a) by reference to its basis in the hands
of A. Thus, as a result of the disposition, no
gain is recognized as ordinary income under
section 1255 by A since the amount of gain
recognized under that section is limited to
the amount of gain which is recognized
under section 351 (determined without regard
to section 1255). See paragraph (c)(1) of this
section. For treatment of the section 126
property in the hands of B, see paragraph
(d)(1) of this section.

Example (2). Assume the same facts in ex-
ample (1), except that A transferred the
property to M for stock in the corporation
worth $32,000 and $8,000 cash. The gain real-
ized is $25,000 (amount realized, $40,000,
minus adjusted basis, $15,000). Without re-
gard to section 1255, A would recognize $8,000
of gain under section 351(b). Assume further
that no gain is recognized as ordinary in-
come under the other provisions of Chapter
I, Subchapter P, Part IV of the Code. There-
fore, since the applicable percentage, 100 per-
cent of the aggregate excludable portions
under section 126, $18,000, is lower than the
gain realized, $25,000, the amount of gain to
be recognized as ordinary income under sec-
tion 1255(a)(1) would be $18,000 if the provi-
sions of paragraph (c)(1) of this section do
not apply. Since under section 351(b) gain in
the amount of $8,000 would be recognized to
the transferor without regard to section 1255,
the limitation provided in paragraph (c)(1) of
this section limits the gain taken into ac-
count by A under section 1255(a)(1) to $8,000.

Example (3). Assume the same facts as in
example (2), except that $5,000 of gain is rec-
ognized as ordinary income under section
1251(c)(1). The amount of gain recognized as

ordinary income under section 1255(a)(1) is
$3,000 computed as follows:
(1) Amount of gain under section 1255(a)(1) (de-

termined without regard to paragraph (c)(1) of
this section):

(a) Aggregate of excludable portions under
section 126 .................................................. $18,000

(b) Multiply: Applicable percentage for prop-
erty disposed of within the fifth year after
section 126 payments were received (per-
cent) ............................................................ 100

(c) Amount in § 16A.1255–1(a)(1)(i) .............. $18,000

(d) Gain realized (amount realized $40,000
less adjusted basis, $15,000) ..................... $25,000

(e) Lower of line (c) or line (d) ...................... $18,000

(2) Limitation in paragraph (c)(1) of this section:
(a) Gain recognized (determined without re-

gard to section 1255) .................................. $8,000
(b) Minus: Gain recognized as ordinary in-

come under section 1251(c)(1) ................... $5,000

(c) Difference ................................................. $3,000
(3) Lower of line (1)(e) or line (2)(c) ..................... $3,000

Thus, the entire gain recognized under sec-
tion 351(b) (determined without regard to
sections 1251 and 1255), $8,000, is recognized as
ordinary income since that amount is equal
to the sum of the gain recognized as ordinary
income under section 1251(c)(1), $5,000, and
under section 1255(a)(1), $3,000.

(d) Treatment of section 126 property re-
ceived by a transferee in a disposition by
gift and certain tax-free transactions—(1)
General rule. If section 126 property is
disposed of in a transaction which is ei-
ther a gift to which paragraph (a)(1) of
this section applies, or a completely
tax-free transfer to which paragraph
(c)(1) of this section applies, then for
purposes of section 1255—

(i) The aggregate of the excludable
portions under section 126 in respect of
the land in the hands of the transferee
immediately after the disposition shall
be an amount equal to the amount of
such aggregate in the hands of the
transferor immediately before the dis-
position, and

(ii) For purposes of applying section
1255 upon a subsequent disposition by
the transferee (including a computa-
tion of the applicable percentage), the
dates of receipt of section 126 payments
shall not be affected by the disposi-
tions.

(2) Certain partially tax-free transfers.
If section 126 property is disposed of in
a transaction which either is in part a
sale or exchange and in part a gift to
which paragraph (a)(2) of this section
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applies, or is a partially tax-free trans-
fer to which paragraph (c)(1) of this
section applies, then for purposes of
section 1255 the amount determined
under paragraph (d)(1) of this section
shall be reduced by the amount of gain
taken into account under section 1255
by the transferor upon the disposition.
Upon a subsequent disposition by the
transferee, the dates of receipt of sec-
tion 126 payments remain the same in
the hands of the transferee as they
were in the hands of the transferor.
With respect to the 175 and 182 deduc-
tions taken by the transferee, the hold-
ing period shall not include the holding
period of the transferor.

(3) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example (1). Assume the same facts as in
example (1) of paragraph (a)(4) of this sec-
tion. Therefore, on the date B receives the
land in the gift transaction, under paragraph
(d)(1) of this section the aggregate of exclud-
able portions under section 126 in respect of
the land in the hands of B is the amount in
the hands of A, $24,000, and for purposes of
applying section 1255 upon a subsequent dis-
position by B (including a computation of
the applicable percentage) the date the sec-
tion 126 payments were received is the same
as it was when the property was in A’s hands
(January 15, 1981).

Example (2). Assume the same facts as in
example (2) of paragraph (a)(4) of this sec-
tion. Under paragraph (d)(2) of this section,
the aggregate of excludable portions under
section 126 which pass over to B for purposes
of section 1255 is $14,000 ($24,000 excluded
under section 126 minus $10,000 gain recog-
nized under section 1255(d)(1) in accordance
with example (2) of paragraph (a)(4) of this
section). The date the section 126 payments
were received is the same as when the prop-
erty was in B’s hands (January 15, 1981).

(e) Disposition of section 126 property
not specifically covered. If section 126
property is disposed of in a transaction
not specifically covered under
§ 16A.1255–1, and this section, then the
principles of section 1245 shall apply.

PART 17—TEMPORARY INCOME
TAX REGULATIONS UNDER 26
U.S.C. 103(c)

AUTHORITY: Sec. 7805 of the Internal Reve-
nue Code of 1954; 68A Stat. 917 (26 U.S.C.
7805).

§ 17.1 Industrial development bonds
used to provide solid waste disposal
facilities; temporary rules.

(a) In general. Section 103(c)(4)(E)
provides that section 103(c)(1) shall not
apply to obligations issued by a State
or local governmental unit which are
part of an issue substantially all the
proceeds of which are used to provide
solid waste disposal facilities. Section
1.103–8(f) of this chapter provides gen-
eral rules with respect to such facili-
ties and defines such facilities. In the
case of property which has both a solid
waste disposal function and a function
other than the disposal of solid waste,
only the portion of the cost of the
property allocable to the function of
solid waste disposal (as determined
under paragraph (b) of this section) is
taken into account as an expenditure
to provide solid waste disposal facili-
ties. A facility which otherwise quali-
fies as a solid waste disposal facility
will not be treated as having a function
other than solid waste disposal merely
because material or heat which has
utility or value is recovered or results
from the disposal process. Where mate-
rials or heat are recovered, the waste
disposal function includes the process-
ing of such materials or heat which oc-
curs in order to put them into the form
in which the materials or heat are in
fact sold or used, but does not include
further processing which converts the
materials or heat into other products.

(b) Allocation. The portion of the cost
of property allocable to solid waste dis-
posal is determined by allocating the
cost of such property between the prop-
erty’s solid waste disposal function and
any other functions by any method
which, with reference to all the facts
and circumstances with respect to such
property, reasonably reflects a separa-
tion of costs for each function of the
property.

(c) Example. The principles of this
paragraph may be illustrated by the
following example:

Example. Company A intends to construct a
new facility to process solid waste which
City X will deliver to the facility. City X will
pay a disposal fee for each ton of solid waste
that City X dumps at the facility. The waste
will be processed by A in a manner which
separates metals, glass, and similar mate-
rials. As separated, some of such items are
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commercially saleable; but A does not intend
to sell the metals and glass until the metals
are further separated, sorted, sized, and
cleaned and the glass is pulverized. The met-
als and pulverized glass will then be sold to
commercial users. The waste disposal func-
tion includes such processing of the metals
and glass, but no further processing is in-
cluded.

The remaining waste will be burned in an
incinerator. Gases generated by the inciner-
ator will be cleaned by use of an electro-
static precipitator. To reduce the size and
cost of the electrostatic precipitator, the in-
cinerator exhaust gases will be cooled and
reduced in volume by means of a heat ex-
change process using boilers. The precipi-
tator is functionally related and subordinate
to disposal of the waste residue and is there-
fore property used in solid waste disposal.
The heat can be used by A to produce steam.
Company B operates an adjacent electric
generating facility and B can use steam to
power its turbine-generator. B needs steam
with certain physical characteristics and as
a result A’s boilers, heat exchanger and re-
lated equipment are somewhat more costly
than might be required to produce steam for
some other uses. The disposal function in-
cludes the equipment actually used to put
the heat into the form in which it is sold.

Company A intends to construct pipes to
carry the steam from A’s boiler to B’s facil-
ity. When converted to such steam the heat
is in the form in which sold, and therefore
the disposal function does not include subse-
quent transporting of the steam by pipes.
Similarly, if A installed generating equip-
ment and used the steam to generate elec-
tricity, the disposal function would not in-
clude the generating equipment, since such
equipment transforms the commercially
saleable steam into another form of energy.

[T.D. 7362, 40 FR 26028, June 20, 1975]

PART 18—TEMPORARY INCOME
TAX REGULATIONS UNDER THE
SUBCHAPTER S REVISION ACT OF
1982

Sec.
18.0 Effective date of temporary regulations

under the Subchapter S Revision Act of
1982.

18.1371–1 Election to treat distributions as
dividends during certain post-termi-
nation transition periods.

18.1378–1 Taxable year of S corporation.
18.1379–1 Transitional rules on enactment.
18.1379–2 Special rules for all elections, con-

sents, and refusals.

AUTHORITY: 26 U.S.C. 7805.
SOURCE: T.D. 7872, 48 FR 3590, Jan. 26, 1983,

unless otherwise noted.

§ 18.0 Effective date of temporary reg-
ulations under the Subchapter S
Revision Act of 1982.

The temporary regulations provided
under § 18.1377–1, 18.1379–1, and 18.1379–2
are effective with respect to taxable
years beginning after 1982, and the
temporary regulations provided under
§ 18.1378–1 are effective with respect to
elections made after October 19, 1982.

[T.D. 8600, 60 FR 37588, July 21, 1995]

§ 18.1371–1 Election to treat distribu-
tions as dividends during certain
post-termination transition periods.

A corporation may make an election
under section 1371(e) (as amended by
section 721(o) of the Act) to treat all
distributions of money made during
the post-termination transition period
described in section 1377(b)(1)(A) as
coming out of the corporation’s earn-
ings and profits (after earnings and
profits have been eliminated, the dis-
tributions are applied against and re-
duce the adjusted basis of the stock).
The election may be made only with
the consent of each shareholder to
whom the corporation makes a dis-
tribution (whether or not it is a cash
distribution) during such post-termi-
nation transition period. Any such
election shall be made by the corpora-
tion by attaching to its income tax re-
turn for the C year in which such post-
termination transition period ends a
statement which clearly indicates that
the corporation elects to have section
1371(e)(1) not apply to all distributions
made during such post-termination
transition period. The election shall
not be effective unless such statement
is signed by a person authorized to sign
the return required to be filed under
section 6012 and by each shareholder
required to consent to the election.

[T.D. 7976, 49 FR 35493, Sept. 10, 1984]

§ 18.1378–1 Taxable year of S corpora-
tion.

(a) In general. No corporation may
make an election be an S corporation
for any taxable year unless the taxable
year is a permitted year. In addition,
an S corporation shall not change its
taxable year to any taxable year other
than a permitted year. A permitted
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year is a taxable year ending on De-
cember 31 or is any other taxable year
for which the corporation establishes a
business purpose (within the meaning
of § 1.442–1(b)(1)) to the satisfaction of
the Commissioner.

(b) Corporations qualifying for auto-
matic change of taxable year to a taxable
year ending December 31 and corporations
adopting a taxable year ending December
31—(1) Qualification for automatic
change. Notwithstanding section 442
(relating to change of taxable year) and
the regulations thereunder, a corpora-
tion may automatically change its tax-
able year to a taxable year ending on
December 31 to comply with the per-
mitted year requirement if all of its
principal shareholders have taxable
years ending on December 31, or if all
of its principal shareholders concur-
rently change to such taxable year. A
shareholder may not change his or her
taxable year without securing prior ap-
proval from the Commissioner. See sec-
tion 442 and the regulations there-
under. For purposes of this paragraph,
a principal shareholder is a shareholder
having 5% or more of the issued and
outstanding stock of the corporation.
See paragraph (d) of this section in the
case where a corporation does not qual-
ify under this subparagraph for an
automatic change of its taxable year to
a taxable year ending on December 31.

(2) Effect of filing an election—(i) Gen-
eral rule. The filing of an election to be
an S corporation by a corporation that
has, prior to making the election,
adopted a taxable year ending other
than on December 31, and that qualifies
under paragraph (b)(1) of this section
for an automatic change of its taxable
year to a taxable year ending on De-
cember 31, shall constitute such auto-
matic change for the first taxable year
for which the election is effective. The
filing of an election to be an S corpora-
tion by a corporation that has not,
prior to making the election, adopted a
taxable year shall constitute the adop-
tion of a taxable year (or, if the cor-
poration qualifies under paragraph
(b)(1) of this section for the automatic
change, the change to a taxable year)
ending on December 31 for the first tax-
able year for which the election is ef-
fective. Where the taxable year has
been changed pursuant to this subdivi-

sion and paragraph (b)(1) of this sec-
tion, the first taxable year for which
the election shall be effective shall
commence on the first day of the first
taxable year for which the election
would have been effective if the taxable
year had not been changed and shall
end on December 31 of that taxable
year. See § 1.1362–6(b)(2)(ii) of this chap-
ter for the time within which to make
an election to be an S corporation.

(ii) Request to retain (or adopt) a tax-
able year ending other than December 31.
A request to retain (or adopt) a taxable
year ending other than on December 31
by a corporation subject to paragraph
(b)(2)(i) of this section shall (except as
provided in paragraph (b)(3)(ii) of this
paragraph and in paragraph (c) of this
section) be made on Form 2553 when
the election to be an S corporation is
filed. See § 1.1362–6(b)(2)(i) of this chap-
ter for the manner of making an elec-
tion to be an S corporation. If such cor-
poration receives permission to retain
(or adopt) a taxable year ending other
than on December 31, the election shall
be effective and the provisions of para-
graph (b)(2)(i) of this section shall be
inapplicable. Denial of the request
shall render the election ineffective un-
less—

(A) The request is accompanied by
another request in which the corpora-
tion states that, in the event the re-
quest to retain (or adopt) a taxable
year ending other than on December 31
is denied, it chooses to be governed by
the provisions of paragraph (b)(2)(i) of
this section, or

(B) The Commissioner waives the re-
quirement to file the additional re-
quest described in paragraph
(b)(2)(ii)(A) of this section and permits
the corporation to be governed by the
provisions of paragraph (b)(2)(i) of this
section.

(c) [Reserved]
(d) Elections by corporations not quali-

fying for automatic change. An election
to be an S corporation made after Oc-
tober 19, 1982, by a corporation that has
a taxable year ending other than on
December 31, and that does not qualify
under paragraph (b)(1) of this section
for an automatic change of its taxable
year to a taxable year ending on De-
cember 31, shall be ineffective unless

VerDate 13-JUN-97 09:39 Jun 19, 1997 Jkt 174089 PO 00000 Frm 00271 Fmt 8010 Sfmt 8010 E:\CFR\174089.027 174089



272

26 CFR Ch. I (4–1–97 Edition)§ 18.1379–2

the corporation has first secured a per-
mitted year. At the request of a cor-
poration wishing to secure a permitted
year, the Commissioner shall make a
determination that—

(1) The corporation’s taxable year is
a permitted year, or

(2) The corporation may, under
§ 1.442–1(b)(1), change its taxable year
to a taxable year ending on December
31, or

(3) The corporation may, under
§1.442–1(b)(1), change its taxable year to
a taxable year ending other than on
December 31, which taxable year shall
be a permitted year.

[T.D. 7872, 48 FR 3590, Jan. 26, 1983; 48 FR
33481, July 22, 1983, as amended by T.D. 8123,
52 FR 3623, Feb. 5, 1987; T.D. 8600, 60 FR 37589,
July 21, 1995]

§ 18.1379–2 Transitional rules on en-
actment.

(a) Prior elections. Any election that
was made under section 1372(a) (as in
effect before the enactment of the Sub-
chapter S Revision Act of 1982), and
that is still in effect as of the first day
of a taxable year beginning in 1983,
shall be treated as being an election
made under section 1362(a). In addition,
any election that was made under sec-
tion 1371(g)(2) (as in effect before the
enactment of that Act), and that is
still in effect as of the first day of a
taxable year beginning in 1983, shall be
treated as being an election made
under section 1362(d)(2).

(b) Prior terminations. For purposes of
section 1362(g), any termination under
section 1372(e) (as in effect before the
enactment of the Subchapter S Revi-
sion Act of 1982) shall not be taken into
account.

(c) Time and manner of making an elec-
tion under section 6(c)(3)(B) of the Sub-
chapter S Revision Act of 1982. In the
case of a qualified oil corporation (as
defined in section 6(c)(3)(B) of the Sub-
chapter S Revision Act of 1982), the
corporation may elect under that sec-
tion of the Act to have the amend-
ments made by the Act not apply and
to have Subchapter S (as in effect on
July 1, 1982), Chapter I of the Internal
Revenue Code of 1954 apply. The elec-
tion shall be made by the corporation
by filing a statement that—

(1) Contains the name, address, and
taxpayer identification number of the
corporation and of each shareholder,

(2) Identifies the election as an elec-
tion under section 6(c)(3)(B) of the Sub-
chapter S Revision Act of 1982, and

(3) Provides all information nec-
essary in the judgment of the district
director to show that the corporation
meets the requirements (other than the
requirement of making this election) of
a qualified oil corporation.

The statement shall be signed by any
person authorized to sign the return re-
quired to be filed under section 6037
and by each person who is or was a
shareholder in the corporation at any
time during the taxable year beginning
in 1983 and shall be filed with the re-
turn for that taxable year.

§ 18.1379–2 Special rules for all elec-
tions, consents, and refusals.

(a) Additional information required. If
later regulations issued under the sec-
tion of the Code or of the Subchapter S
Revision Act of 1982 under which the
election, consent, or refusal was made
require the furnishing of information
in addition to that which was furnished
with the statement of election, con-
sent, or refusal as provided by part 18
of this title, and if an office of the In-
ternal Revenue Service requests the
taxpayer to provide the additional in-
formation, the taxpayer shall furnish
the additional information in a state-
ment filed with that office of the Inter-
nal Revenue Service within 60 days
after the date on which the request is
made. This statement shall also—

(1) Contain the name, address, and
taxpayer identification number of each
party identified in connection with the
election, consent, or refusal,

(2) Identify the election, consent, or
refusal by reference to the section of
the Code or Act under which the elec-
tion, consent, or refusal was made, and

(3) Specify the scope of the election,
consent, or refusal.

If the additional information is not
provided within 60 days after the date
on which the request is made, the elec-
tion, consent, or refusal may, at the
discretion of the Commissioner, be held
invalid.
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(b) State law incorporator. For pur-
poses of any election, consent, or re-
fusal provided in part 18 of this title,
any person who is considered to be a
shareholder for state law purposes sole-
ly by virtue of his or her status as an
incorporator shall not be treated as a
shareholder.

PART 19—TEMPORARY REGULA-
TIONS UNDER THE REVENUE ACT
OF 1964

AUTHORITY: 26 U.S.C. 7805.

§ 19.3–1 Interest on certain deferred
payments; interest rate for use in
determining whether there is total
unstated interest under a contract.

(a) In general. Section 224(a) of the
Revenue Act of 1964 adds a new section
483 to the Internal Revenue Code of
1954. Section 483(a) provides, generally,
that in the case of any contract for the
sale or exchange of property (which is
a capital asset or section 1231 property)
there shall be treated as interest that
part of a payment to which section 483
applies which bears the same ratio to
the amount of such payment as the
total unstated interest under such con-
tract bears to the total of the pay-
ments to which such section applies
which are due under the contract. Sec-
tion 483(b) defines the term ‘‘total
unstated interest’’, with respect to a
contract for the sale or exchange of
property, as an amount equal to the ex-
cess of—

(1) The sum of the payments to which
section 483 applies which are due under
the contract, over

(2) The sum of the present values of
such payments and the present values
of any interest payments due under the
contract.

Section 483(b) further provides that, for
purposes of section 483(b)(2), the
present value of a payment shall be de-
termined, as of the date of the sale or
exchange, by discounting such pay-
ment at the rate, and in the manner,
provided in regulations prescribed by
the Secretary or his delegate, and that
such regulations shall provide for dis-
counting on the basis of 6-month
brackets and shall provide that the
present value of any interest payment

due not more than 6 months after the
date of the sale or exchange is an
amount equal to 100 percent of such
payment. Section 483(c) provides that,
except as provided in section 483(f) (re-
lating to exceptions and limitations),
section 483 shall apply to any payment
on account of the sale or exchange of
property which constitutes part or all
of the sales price and which is due
more than 6 months after the date of
such sale or exchange under a contract
under which some or all of the pay-
ments are due more than one year after
the date of such sale or exchange, and
under which, using a rate provided by
regulations (for purposes of section
483(c)(1)(B)), there is total unstated in-
terest. Section 483(c) further provides
that any rate prescribed for determin-
ing whether there is total unstated in-
terest for purposes of section
483(c)(1)(B) shall be at least one per-
centage point lower than the rate pre-
scribed for purposes of section 483(b)(2).

(b) Rate of interest and table of present
values for purposes of section 483(c)(1)(B).
For purposes of determining under sec-
tion 483(c)(1)(B) whether there is total
unstated interest under a contract
(other than a contract of sale or ex-
change under which the purchaser is
the United States, a State, or any
other purchaser described in section
103) which provides for the payment of
some interest, a rate of 4 percent per
annum simple interest shall be used.
As an illustration of the meaning of
simple interest, if a contract provides
for payments of $6,000 in 3 equal in-
stallments of $2,000 plus 4 percent per
annum simple interest, such install-
ments of principal and interest being
due 1, 2, and 3 years, respectively, from
the date of the sale, the amount of in-
terest due with the first installment is
$80 ($2,000×0.04×1), the amount of inter-
est due with the second installment is
$160 ($2,000×0.04×2), and the amount of
interest due with the third installment
is $240 ($2,000×0.04×3). Section 483 shall
not apply if the interest payments
specified in a contract are at a rate of
at least 4 percent per annum, whether
simple or compounded. In all other
cases, for purposes of determining,
under section 483(c)(1)(B), whether
there is total unstated interest, under
a contract (not involving a purchaser
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described in section 103), the following
table, which provides for discounting
payments at a 4 percent per annum
simple interest rate, shall be used for
computing the present value of a pay-
ment to which section 483 applies
which is due under the contract, and
the present value of any interest pay-
ment due under the contract:

PRESENT VALUE OF DEFERRED PAYMENT (4
PERCENT PER ANNUM SIMPLE INTEREST)

Number of months deferred Present value of $1 at
4% simple interestAt least But less than

0 6 1.00000
6 9 .98039
9 15 .96154

15 21 .94340
21 27 .92593

27 33 .90909
33 39 .89286
39 45 .87719
45 51 .86207
51 57 .84746

57 63 .83333
63 69 .81967
69 75 .80645
75 81 .79365
81 87 .78125

87 93 .76923
93 99 .75758
99 105 .74627

105 111 .73529
111 117 .72464

117 123 .71429
123 129 .70423
129 135 .69444
135 141 .68493
141 147 .67568

147 153 .66667
153 159 .65789
159 165 .64935
165 171 .64103
171 177 .63291

177 183 .62500
183 189 .61728
189 195 .60976
195 201 .60241
201 207 .59524

207 213 .58824
213 219 .58140
219 225 .57471
225 231 .56818
231 237 .56180

237 243 .55556
243 249 .54945
249 255 .54348
255 261 .53763
261 267 .53191

267 273 .52632
273 279 .52083
279 285 .51546
285 291 .51020

PRESENT VALUE OF DEFERRED PAYMENT (4
PERCENT PER ANNUM SIMPLE INTEREST)—
Continued

Number of months deferred Present value of $1 at
4% simple interestAt least But less than

291 297 .50505

297 303 .50000
303 309 .49505
309 315 .49020
315 321 .48544
321 327 .48077

327 333 .47619
333 339 .47170
339 345 .46729
345 351 .46296
351 357 .45872

357 363 .45455
363 369 .45045
369 375 .44643
375 381 .44248
381 387 .43860

387 393 .43478
393 399 .43103
399 405 .42735
405 411 .42373
411 417 .42017

417 423 .41667
423 429 .41322
429 435 .40984
435 441 .40650
441 447 .40323

447 453 .40000
453 459 .39683
459 465 .39370
465 471 .39063
471 477 .38760

477 483 .38462
483 489 .38168
489 495 .37879
495 501 .37594
501 507 .37313

507 513 .37037
513 519 .36765
519 525 .36496
525 531 .36232
531 537 .35971

537 543 .35714
543 549 .35461
549 555 .35211
555 561 .34965
561 567 .34722

567 573 .34483
573 579 .34247
579 585 .34014
585 591 .33784
591 597 .33557

597 603 .33333
603 609 .33113
609 615 .32895
615 621 .32680
621 627 .32468

627 633 .32258
633 639 .32051
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PRESENT VALUE OF DEFERRED PAYMENT (4
PERCENT PER ANNUM SIMPLE INTEREST)—
Continued

Number of months deferred Present value of $1 at
4% simple interestAt least But less than

639 645 .31847
645 651 .31646
651 657 .31447

657 663 .31250
663 669 .31056
669 675 .30864
675 681 .30675
681 687 .30488

687 693 .30303
693 699 .30120
699 705 .29940
705 711 .29762
711 717 .29586
717 723 .29412

To compute the present value of a pay-
ment, multiply the amount of the pay-
ment by the factor contained in the
present value column for the appro-
priate number of months the payment
is deferred. For example, the present
value of an installment payment of
$5,000 due 2 years (24 months) from the
date of the sale would be $4,629.65
($5,000×0.92593).

(c) Effective date. The provisions of
section 483 and these temporary regula-
tions shall apply to payments made
after December 31, 1963, on account of
sales or exchanges of property occur-
ring after June 30, 1963, other than any
sale or exchange made pursuant to a
binding written contract (including an
irrevocable written option) entered
into before July 1, 1963.

[T.D. 6720, 29 FR 4882, Apr. 7, 1964]

VerDate 13-JUN-97 09:39 Jun 19, 1997 Jkt 174089 PO 00000 Frm 00275 Fmt 8010 Sfmt 8010 E:\CFR\174089.028 174089



276

26 CFR Ch. I (4–1–97 Edition)Pt. 20

SUBCHAPTER B—ESTATE AND GIFT TAXES

PART 20—ESTATE TAX; ESTATES OF
DECEDENTS DYING AFTER AU-
GUST 16, 1954

INTRODUCTION

Sec.
20.0–1 Introduction.
20.0–2 General description of tax.

ESTATES OF CITIZENS OR RESIDENTS

TAX IMPOSED

20.2001–1 Rate of tax.
20.2002–1 Liability for payment of tax.

CREDITS AGAINST TAX

20.2011–1 Credit for State death taxes.
20.2011–2 Limitation on credit if a deduction

for State death taxes is allowed under
section 2053(d).

20.2012–1 Credit for gift tax.
20.2013–1 Credit for tax on prior transfers.
20.2013–2 ‘‘First limitation’’.
20.2013–3 ‘‘Second limitation’’.
20.2013–4 Valuation of property transferred.
20.2013–5 ‘‘Property’’ and ‘‘transfer’’ defined.
20.2013–6 Examples.
20.2014–1 Credit for foreign death taxes.
20.2014–2 ‘‘First limitation’’.
20.2014–3 ‘‘Second limitation’’.
20.2014–4 Application of credit in cases in-

volving a death tax convention.
20.2014–5 Proof of credit.
20.2014–6 Period of limitations on credit.
20.2014–7 Limitation on credit if a deduction

for foreign death taxes is allowed under
section 2053(d).

20.2015–1 Credit for death taxes on remain-
ders.

20.2016–1 Recovery of death taxes claimed as
credit.

GROSS ESTATE

20.2031–0 Table of contents.
20.2031–1 Definition of gross estate; valu-

ation of property.
20.2031–2 Valuation of stocks and bonds.
20.2031–3 Valuation of interests in busi-

nesses.
20.2031–4 Valuation of notes.
20.2031–5 Valuation of cash on hand or on

deposit.
20.2031–6 Valuation of household and per-

sonal effects.
20.2031–7 Valuation of annuities, interests

for life or term of years, and remainder
or reversionary interests for estates of
decedents for which the valuation date of
the gross estate is after April 30, 1989.

20.2031–8 Valuation of certain life insurance
and annuity contracts; valuation of
shares in an open-end investment com-
pany.

20.2031–9 Valuation of other property.
20.2032–1 Alternate valuation.
20.2032A–3 Material participation require-

ments for valuation of certain farm and
closely-held business real property.

20.2032A–4 Method of valuing farm real
property.

20.2032A–8 Election and agreement to have
certain property valued under section
2032A for estate tax purposes.

20.2033–1 Property in which the decedent
had an interest.

20.2034–1 Dower or curtesy interests.
20.2036–1 Transfers with retained life estate.
20.2037–1 Transfers taking effect at death.
20.2038–1 Revocable transfers.
20.2039–1 Annuities.
20.2039–1T Limitations and repeal of estate

tax exclusion for qualified plans and indi-
vidual retirement plans (IRAs). (Tem-
porary)

20.2039–2 Annuities under ‘‘qualified plans’’
and section 403(b) annuity contracts.

20.2039–3 Lump sum distributions under
‘‘qualified plans;’’ decedents dying after
December 31, 1976 and before January 1,
1979.

20.2039–4 Lump sum distributions from
‘‘qualified plans;’’ decedents dying after
December 31, 1978.

20.2039–5 Annuities under individual retire-
ment plans.

20.2040–1 Joint interests.
20.2041–1 Powers of appointment; in general.
20.2041–2 Powers of appointment created on

or before October 21, 1942.
20.2041–3 Powers of appointment created

after October 21, 1942.
20.2042–1 Proceeds of life insurance.
20.2043–1 Transfers for insufficient consider-
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7520(c)(2).

Section 20.2031–7A also issued under 26
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noted.
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INTRODUCTION

§ 20.0–1 Introduction.

(a) In general. (1) The regulations in
this part (part 20, subchapter B, chap-
ter I, title 26, Code of Federal Regula-
tions) are designated ‘‘Estate Tax Reg-
ulations.’’ These regulations pertain to
(i) the Federal estate tax imposed by
chapter 11 of subtitle B of the Internal
Revenue Code on the transfer of estates
of decedents dying after August 16,
1954, and (ii) certain related adminis-
trative provisions of subtitle F of the
Code. It should be noted that the appli-
cation of many of the provisions of
these regulations may be affected by
the provisions of an applicable death
tax convention with a foreign country.
Unless otherwise indicated, references
in the regulations to the ‘‘Internal
Revenue Code’’ or the ‘‘Code’’ are ref-
erences to the Internal Revenue Code
of 1954, as amended, and references to a
section or other provision of law are
references to a section or other provi-
sion of the Internal Revenue Code of
1954, as amended. Unless otherwise pro-
vided, the Estate Tax Regulations are
applicable to the estates of decedents
dying after August 16, 1954, and super-
sede the regulations contained in part
81, subchapter B, chapter I, title 26,
Code of Federal Regulations (1939) (Regu-
lations 105, Estate Tax), as prescribed
and made applicable to the Internal
Revenue Code of 1954 by Treasury Deci-
sion 6091, signed August 16, 1954 (19 FR
5167, Aug. 17, 1954). The regulations in
this part do not reflect the amend-
ments made by the Foreign Investors
Tax Act of 1966 (80 Stat. 1539).

(2) Section 2208 makes the provisions
of chapter 11 of the Code apply to the
transfer of the estates of certain dece-
dents dying after September 2, 1958,
who were citizens of the United States
and residents of a possession thereof at
the time of death. Section 2209 makes
the provisions of chapter 11 apply to
the transfer of the estates of certain
other decedents dying after September
14, 1960, who were citizens of the United
States and residents of a possession
thereof at the time of death. See
§§ 20.2208–1 and 20.2209–1. Except as oth-
erwise provided in §§ 20.2208–1 and
20.2209–1, the provisions of these regu-

lations do not apply to the estates of
such decedents.

(b) Scope of regulations—(1) Estates of
citizens or residents. Subchapter A of
Chapter 11 of the Code pertains to the
taxation of the estate of a person who
was a citizen or a resident of the Unit-
ed States at the time of his death. A
‘‘resident’’ decedent is a decedent who,
at the time of his death, had his domi-
cile in the United States. The term
‘‘United States’’, as used in the estate
tax regulations, includes only the
States and the District of Columbia.
The term also includes the Territories
of Alaska and Hawaii prior to their ad-
mission as States. See section
7701(a)(9). A person acquires a domicile
in a place by living there, for even a
brief period of time, with no definite
present intention of later removing
therefrom. Residence without the req-
uisite intention to remain indefinitely
will not suffice to constitute domicile,
nor will intention to change domicile
effect such a change unless accom-
panied by actual removal. For the
meaning of the term ‘‘citizen of the
United States’’ as applied in a case
where the decedent was a resident of a
possession of the United States, see
§ 20.2208–1. The regulations pursuant to
subchapter A are set forth in §§ 20.2001–
1 to 20.2056(d)–1.

(2) Estates of nonresidents not citizens.
Subchapter B of Chapter 11 of the Code
pertains to the taxation of the estate
of a person who was a nonresident not
a citizen of the United States at the
time of his death. A ‘‘nonresident’’ de-
cedent is a decedent who, at the time
of his death, had his domicile outside
the United States under the principles
set forth in subparagraph (1) of this
paragraph. (See, however, section 2202
with respect to missionaries in foreign
service.) The regulations pursuant to
subchapter B are set forth in §§ 20.2101–
1 to 20.2107–1.

(3) Miscellaneous substantive provi-
sions. Subchapter C of Chapter 11 of the
Code contains a number of miscellane-
ous substantive provisions. The regula-
tions pursuant to subchapter C are set
forth in §§ 20.2201–1 to 20.2209–1.

(4) Procedure and administration provi-
sions. Subtitle F of the Internal Reve-
nue Code contains some sections which
are applicable to the Federal estate
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tax. The regulations pursuant to those
sections are set forth in §§ 20.6001–1 to
20.7101–1. Such regulations do not pur-
port to be all the regulations on proce-
dure and administration which are per-
tinent to estate tax matters. For the
remainder of the regulations on proce-
dure and administration which are per-
tinent to estate tax matters, see part
301 (Regulations on Procedure and Ad-
ministration) of this chapter.

(c) Arrangement and numbering. Each
section of the regulations in this part
(other than this section and § 20.0–2) is
designated by a number composed of
the part number followed by a decimal
point (20.); the section of the Internal
Revenue Code which it interprets; a hy-
phen (-); and a number identifying the
section. By use of these designations
one can ascertain the sections of the
regulations relating to a provision of
the Code. For example, the regulations
pertaining to section 2012 of the Code
are designated § 20.2012–1.

[T.D. 6296, 23 FR 4529, June 24, 1958, as
amended by T.D. 6526, 26 FR 414, Jan. 19, 1961;
T.D. 7238, 37 FR 28717, Dec. 29, 1972; T.D. 7296,
38 FR 34191, Dec. 12, 1973; T.D. 7665, 45 FR
6089, Jan. 25, 1980; T.D. 8522, 59 FR 9646, Mar.
1, 1994]

§ 20.0–2 General description of tax.
(a) Nature of tax. The Federal estate

tax is neither a property tax nor an in-
heritance tax. It is a tax imposed upon
the transfer of the entire taxable es-
tate and not upon any particular leg-
acy, devise, or distributive share. Es-
cheat of a decedent’s property to the
State for lack of heirs is a transfer
which causes the property to be in-
cluded in the decedent’s gross estate.

(b) Method of determining tax; estate of
citizen or resident—(1) In general. Sub-
paragraphs (2) to (5) of this paragraph
contain a general description of the
method to be used in determining the
Federal estate tax imposed upon the
transfer of the estate of a decedent who
was a citizen or resident of the United
States at the time of his death.

(2) Gross estate. The first step in de-
termining the tax is to ascertain the
total value of the decedent’s gross es-
tate. The value of the gross estate in-
cludes the value of all property to the
extent of the interest therein of the de-
cedent at the time of his death. (For

certain exceptions in the case of real
property situated outside the United
States, see paragraphs (a) and (c) of
§ 20.2031–1.) In addition, the gross estate
may include property in which the de-
cedent did not have an interest at the
time of his death. A decedent’s gross
estate for Federal estate tax purposes
may therefore be very different from
the same decedent’s estate for local
probate purposes. Examples of items
which may be included in a decedent’s
gross estate and not in his probate es-
tate are the following: certain property
transferred by the decedent during his
lifetime without adequate consider-
ation; property held jointly by the de-
cedent and others; property over which
the decedent had a general power of ap-
pointment; proceeds of certain policies
of insurance on the decedent’s life; an-
nuities; and dower or curtesy of a sur-
viving spouse or a statutory estate in
lieu thereof. For a detailed explanation
of the method of ascertaining the value
of the gross estate, see sections 2031
through 2044, and the regulations
thereunder.

(3) Taxable estate. The second step in
determining the tax is to ascertain the
value of the decedent’s taxable estate.
The value of the taxable estate is de-
termined by subtracting from the value
of the gross estate the authorized ex-
emption and deductions. Under various
conditions and limitations, deductions
are allowable for expenses, indebted-
ness, taxes, losses, charitable transfers,
and transfers to a surviving spouse.
For a detailed explanation of the meth-
od of ascertaining the value of the tax-
able estate, see sections 2051 through
2056, and the regulations thereunder.

(4) Gross estate tax. The third step is
the determination of the gross estate
tax. This is accomplished by the appli-
cation of certain rates to the value of
the decedent’s taxable estate. In this
connection, see section 2001 and the
regulations thereunder.

(5) Net estate tax payable. The final
step is the determination of the net es-
tate tax payable. This is done by sub-
tracting from the gross estate tax the
authorized credits against tax. Under
certain conditions and limitations,
credits are allowable for the following
(computed in the order stated below):
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(i) State death taxes paid in connec-
tion with the decedent’s estate (section
2011);

(ii) Gift taxes paid on inter-vivos
transfers by the decedent of property
included in his gross estate (section
2012);

(iii) Foreign death taxes paid in con-
nection with the decedent’s estate (sec-
tion 2014); and

(iv) Federal estate taxes paid on
transfers of property to the decedent
(section 2013).

Sections 25.2701–5 and 25.2702–6 of this
chapter contain rules that provide ad-
ditional adjustments to mitigate dou-
ble taxation in cases where the amount
of the decedent’s gift was previously
determined under the special valuation
provisions of sections 2701 and 2702. For
a detailed explanation of the credits
against tax, see sections 201l through
2016 and the regulations thereunder.

(c) Method of determining tax; estate of
nonresident not a citizen. In general, the
method to be used in determining the
Federal estate tax imposed upon the
transfer of an estate of a decedent who
was a nonresident not a citizen of the
United States is similar to that de-
scribed in paragraph (b) of this section
with respect to the estate of a citizen
or resident. Briefly stated, the steps
are as follows: First, ascertain the sum
of the value of that part of the dece-
dent’s ‘‘entire gross estate’’ which at
the time of his death was situated in
the United States (see §§ 20.2103–1 and
20.2014–1) and, in the case of an estate
of an expatriate to which section 2107
applies, any amounts includible in his
gross estate under section 2107(b) (see
paragraph (b) of § 20.2107–1); second, de-
termine the value of the taxable estate
by subtracting from the amount deter-
mined under the first step the amount
of the allowable deductions (see
§ 20.2106–1); third, compute the gross es-
tate tax on the taxable estate (see
§ 20.2106–1); and fourth, subtract from
the gross estate tax the total amount
of any allowable credits in order to ar-
rive at the net estate tax payable (see
§ 20.2102–1 and paragraph (c) of § 20.2107–
1).

[T.D. 6296, 23 FR 4529, June 24, 1958, as
amended by T.D. 6684, 28 FR 11408, Oct. 24,
1963; T.D. 7296, 38 FR 34191, Dec. 12, 1973; T.D.
8395, 57 FR 4254, Feb. 4, 1992]

ESTATES OF CITIZENS OR RESIDENTS

TAX IMPOSED

§ 20.2001–1 Rate of tax.
(a) The gross estate tax is computed

by the application of progressively
graduated rates to the value of the de-
cedent’s taxable estate in accordance
with the following table:

TABLE FOR COMPUTATION OF GROSS ESTATE
TAX

(A)—Taxable
estate equal
to or more

than—

(B)—Taxable
estate less

than—

(C)—Tax on
amount in
column (A)

(D)—Rate of
tax on ex-
cess over
amount in
column (A)
(percent)

$5,000 ...................... 3
$5,000 10,000 $150 7
10,000 20,000 500 11
20,000 30,000 1,600 14
30,000 40,000 3,000 18
40,000 50,000 4,800 22
50,000 60,000 7,000 25
60,000 100,000 9,500 28

100,000 250,000 20,700 30
250,000 500,000 65,700 32
500,000 750,000 145,700 35
750,000 1,000,000 233,200 37

1,000,000 1,250,000 325,700 39
1,250,000 1,500,000 423,200 42
1,500,000 2,000,000 528,200 45
2,000,000 2,500,000 753,200 49
2,500,000 3,000,000 998,200 53
3,000,000 3,500,000 1,263,200 56
3,500,000 4,000,000 1,543,200 59
4,000,000 5,000,000 1,838,200 63
5,000,000 6,000,000 2,468,200 67
6,000,000 7,000,000 3,138,200 70
7,000,000 8,000,000 3,838,200 73
8,000,000 10,000,000 4,568,200 76

10,000,000 ...................... 6,088,200 77

(b) The application of the table may
be illustrated by the following exam-
ple:

Example. The decedent died January 1, 1955,
having a gross estate of $600,000. The exemp-
tion and authorized deductions amount to
$75,000, thus leaving a taxable estate of
$525,000. Reference to the table discloses that
the specified amount in column (A) nearest
to and less than the value of the decedent’s
taxable estate is $500,000. The tax upon this
amount as indicated in column (C), is
$145,700. The amount by which the taxable
estate exceeds the same specified amount is
$25,000. The tax upon this amount, computed
at the rate of 35 percent indicated in column
(D), is $8,750. Thus the total gross estate tax
upon a taxable estate of $525,000 is $154,450.
From this amount, the credits authorized by
sections 2011 through 2014 are subtracted in
order to determine the net estate tax pay-
able.
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§ 20.2002–1 Liability for payment of
tax.

The Federal estate tax imposed both
with respect to the estates of citizens
or residents and with respect to estates
of nonresidents not citizens is payable
by the executor or administrator of the
decedent’s estate. This duty applies to
the entire tax, regardless of the fact
that the gross estate consists in part of
property which does not come within
the possession of the executor or ad-
ministrator. If there is no executor or
administrator appointed, qualified and
acting in the United States, any person
in actual or constructive possession of
any property of the decedent is re-
quired to pay the entire tax to the ex-
tent of the value of the property in his
possession. See section 2203, defining
the term ‘‘executor’’. The personal li-
ability of the executor or such other
person is described in section 3467 of
the Revised Statutes (31 U.S.C. 192) as
follows:

Every executor, administrator, or assignee,
or other person, who pays, in whole or in
part, any debt due by the person or estate for
whom or for which he acts before he satisfies
and pays the debts due to the United States
from such person or estate, shall become an-
swerable in his own person and estate to the
extent of such payments for the debts so due
to the United States, or for so much thereof
as may remain due and unpaid.

As used in said section, the word
‘‘debt’’ includes a beneficiary’s dis-
tributive share of an estate. Thus, if
the executor pays a debt due by the de-
cedent’s estate or distributes any por-
tion of the estate before all the estate
tax is paid, he is personally liable, to
the extent of the payment or distribu-
tion, for so much of the estate tax as
remains due and unpaid. In addition,
section 6324(a)(2) provides that if the
estate tax is not paid when due, then
the spouse, transferee, trustee (except
the trustee of an employee’s trust
which meets the requirements of sec-
tion 401(a)), surviving tenant, person in
possession of the property by reason of
the exercise, nonexercise, or release of
a power of appointment, or beneficiary,
who receives, or has on the date of the
decedent’s death, property included in
the gross estate under section 2034
through 2042, is personally liable for

the tax to the extent of the value, at
the time of the decedent’s death, of
such property. See also the following
related sections of the Internal Reve-
nue Code: Section 2204, discharge of ex-
ecutor from personal liability; section
2205, reimbursement out of estate; sec-
tions 2206 and 2207, liability of life in-
surance beneficiaries and recipients of
property over which decedent had
power of appointment; sections 6321
through 6325, concerning liens for
taxes; and section 6901(a)(1), concerning
the liabilities of transferees and fidu-
ciaries.

CREDITS AGAINST TAX

§ 20.2011–1 Credit for State death
taxes.

(a) In general. A credit is allowed
under section 2011 against the Federal
estate tax for estate, inheritance, leg-
acy or succession taxes actually paid
to any State, Territory, or the District
of Columbia, or, in the case of dece-
dents dying before September 3, 1958,
any possession of the United States
(hereinafter referred to as ‘‘State death
taxes’’). The credit, however, is allowed
only for State death taxes paid (1) with
respect to property included in the de-
cedent’s gross estate, and (2) with re-
spect to the decedent’s estate. The
amount of the credit is subject to the
limitation described in paragraph (b) of
this section. It is subject to further
limitations described in § 20.2011–2 if a
deduction is allowed under section
2053(d) for State death taxes paid with
respect to a charitable gift. See para-
graph (a) of § 20.2014–1 as to the allow-
ance of a credit for death taxes paid to
a possession of the United States in a
case where the decedent died after Sep-
tember 2, 1958.

(b) Amount of credit. (1) If the dece-
dent’s taxable estate does not exceed
$40,000, the credit for State death taxes
is zero. If the decedent’s taxable estate
does exceed $40,000, the credit for State
death taxes is limited to an amount
computed in accordance with the fol-
lowing table:
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TABLE FOR COMPUTATION OF MAXIMUM CREDIT
FOR STATE DEATH TAXES

(A)—Taxable
estate equal
to or more

than—

(B)—Taxable
estate less

than—

(C)—Credit
on amount in
column (A)

(D)—Rates
of credit on
excess over
amount in
column (A)
(percent)

$40,000 $90,000 ...................... 0.8
90,000 140,000 $400 1.6

140,000 240,000 1,200 2.4
240,000 440,000 3,600 3.2
440,000 640,000 10,000 4.0
640,000 840,000 18,000 4.8
840,000 1,040,000 27,600 5.6

1,040,000 1,540,000 38,800 6.4
1,540,000 2,040,000 70,800 7.2
2,040,000 2,540,000 106,800 8.0
2,540,000 3,040,000 146,800 8.8
3,040,000 3,540,000 190,800 9.6
3,540,000 4,040,000 238,800 10.4
4,040,000 5,040,000 290,800 11.2
5,040,000 6,040,000 402,800 12.0
6,040,000 7,040,000 522,800 12.8
7,040,000 8,040,000 650,800 13.6
8,040,000 9,040,000 786,800 14.4
9,040,000 10,040,000 930,800 15.2

10,040,000 ...................... 1,082,800 16.0

(2) Subparagraph (1) of this para-
graph may be illustrated by the follow-
ing example:

Example. (i) The decedent died January 1,
1955, leaving a taxable estate of $150,000. On
January 1, 1956, inheritance taxes totaling
$2,500 were actually paid to a State with re-
spect to property included in the decedent’s
gross estate. Reference to the table discloses
that the specified amount in column (A)
nearest to but less than the value of the de-
cedent’s taxable estate is $140,000. The maxi-
mum credit in respect of this amount, as in-
dicated in column (C), is $1,200. The amount
by which the taxable estate exceeds the same
specified amount is $10,000. The maximum
credit in respect of this amount, computed
at the rate of 2.4 percent indicated in column
(D), is $240. Thus, the maximum credit in re-
spect of the decedent’s taxable estate of
$150,000 is $1,440, even though $2,500 in inher-
itance taxes was actually paid to the State.

(ii) If, in subdivision (i) of this example,
the amount actually paid to the State was
$950, the credit for State death taxes would
be limited to $950. If, in subdivision (i) of this
example, the decedent’s taxable estate was
$35,000, no credit for State death taxes would
be allowed.

(c) Miscellaneous limitations and condi-
tions to credit—(1) Period of limitations.
The credit for State death taxes is lim-
ited under section 2011(c) to those taxes
which were actually paid and for which
a credit was claimed within four years
after the filing of the estate tax return
for the decedent’s estate. If, however, a

petition has been filed with the Tax
Court of the United States for the rede-
termination of a deficiency within the
time prescribed in section 6213(a), the
credit is limited to those taxes which
were actually paid and for which a
credit was claimed within four years
after the filing of the return or within
60 days after the decision of the Tax
Court becomes final, whichever period
is the last to expire. Similarly, if an
extension of time has been granted
under section 6161 for payment of the
tax shown on the return, or of a defi-
ciency, the credit is limited to those
taxes which were actually paid and for
which a credit was claimed within four
years after the filing of the return, or
before the date of the expiration of the
period of the extension, whichever pe-
riod is last to expire. If a claim for re-
fund or credit of an overpayment of the
Federal estate tax is filed within the
time prescribed in section 6511, the
credit for State death taxes is limited
to such taxes as were actually paid and
credit therefor claimed within four
years after the filing of the return or
before the expiration of 60 days from
the date of mailing by certified or reg-
istered mail by the district director to
the taxpayer of a notice of disallow-
ance of any part of the claim, or before
the expiration of 60 days after a deci-
sion by any court of competent juris-
diction becomes final with respect to a
timely suit instituted upon the claim,
whichever period is the last to expire.
See section 2015 for the applicable pe-
riod of limitations for credit for State
death taxes on reversionary or remain-
der interests if an election is made
under section 6163(a) to postpone pay-
ment of the estate tax attributable to
reversionary or remainder interests. If
a claim for refund based on the credit
for State death taxes is filed within the
applicable period described in this sub-
paragraph, a refund may be made de-
spite the general limitation provisions
of sections 6511 and 6512. Any refund
based on the credit described in this
section shall be made without interest.

(2) Submission of evidence. Before the
credit for State death taxes is allowed,
evidence that such taxes have been
paid must be submitted to the district
director. The district director may re-
quire the submission of a certificate
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from the proper officer of the taxing
State, Territory, or possession of the
United States, or the District of Co-
lumbia, showing: (i) The total amount
of tax imposed (before adding interest
and penalties and before allowing dis-
count); (ii) the amount of any discount
allowed; (iii) the amount of any pen-
alties and interest imposed or charged;
(iv) the total amount actually paid in
cash; and (v) the date or dates of pay-
ment. If the amount of these taxes has
been redetermined, the amount finally
determined should be stated. The re-
quired evidence should be filed with
the return, but if that is not conven-
ient or possible, then it should be sub-
mitted as soon thereafter as prac-
ticable. The district director may re-
quire the submission of such additional
proof as is deemed necessary to estab-
lish the right to the credit. For exam-
ple, he may require the submission of a
certificate of the proper officer of the
taxing jurisdiction showing (vi) wheth-
er a claim for refund of any part of the
State death tax is pending and (vii)
whether a refund of any part thereof
has been authorized, and if a refund has
been made, its date and amount, and a
description of the property or interest
in respect of which the refund was
made. The district director may also
require an itemized list of the property
in respect of which State death taxes
were imposed certified by the officer
having custody of the records pertain-
ing to those taxes. In addition, he may
require the executor to submit a writ-
ten statement (containing a declara-
tion that it is made under penalties of
perjury) stating whether, to his knowl-
edge, any person has instituted litiga-
tion or taken an appeal (or con-
templates doing so), the final deter-
mination of which may affect the
amount of those taxes. See section 2016
concerning the redetermination of the
estate tax if State death taxes claimed
as credit are refunded.

(d) Definition of ‘‘basic estate tax’’.
Section 2011(d) provides definitions of
the terms ‘‘basic estate tax’’ and ‘‘addi-
tional estate tax’’, used in the Internal
Revenue Code of 1939, and ‘‘estate tax
imposed by the Revenue Act of 1926’’,
for the purpose of supplying a means of
computing State death taxes under
local statutes using those terms, and

for use in determining the exemption
provided for in section 2201 for estates
of certain members of the Armed
Forces. See section 2011(e)(3) for a
modification of these definitions if a
deduction is allowed under section
2053(d) for State death taxes paid with
respect to a charitable gift.

[T.D. 6296, 23 FR 4529, June 24, 1958, as
amended by T.D. 6526, 26 FR 414, Jan. 19, 1961]

§ 20.2011–2 Limitation on credit if a
deduction for State death taxes is
allowed under section 2053(d).

If a deduction is allowed under sec-
tion 2053(d) for State death taxes paid
with respect to a charitable gift, the
credit for State death taxes is subject
to special limitations. Under these lim-
itations, the credit cannot exceed the
least of the following:

(a) The amount of State death taxes
paid other than those for which a de-
duction is allowed under section
2053(d);

(b) The amount indicated in section
2011(b) to be the maximum credit al-
lowable with respect to the decedent’s
taxable estate; or

(c) An amount, A, which bears the
same ratio to B (the amount which
would be the maximum credit allow-
able under section 2011(b) if the deduc-
tion under section 2053(d) for State
death taxes were not allowed in com-
puting the decedent’s taxable estate) as
C (the amount of State death taxes
paid other than those for which a de-
duction is allowed under section
2053(d)) bears to D (the total amount of
State death taxes paid). For the pur-
pose of this computation, in determin-
ing what the decedent’s taxable estate
would be if the deduction for State
death taxes under section 2053(d) were
not allowed, adjustment must be made
for the decrease in the deduction for
charitable gifts under section 2055 or
2106(a)(2) (for estates of nonresidents
not citizens) by reason of any increase
in Federal estate tax which would be
charged against the charitable gifts.

The application of this section may be
illustrated by the following example:

Example. The decedent died January 1, 1955,
leaving a gross estate of $925,000. Expenses,
indebtedness, etc., amounted to $25,000. The
decedent bequeathed $400,000 to his son with
the direction that the son bear the State
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death taxes on the bequest. The residuary es-
tate was left to a charitable organization.
Except as noted above, all Federal and State
death taxes were payable out of the residu-
ary estate. The State imposed death taxes of
$60,000 on the son’s bequest and death taxes
of $75,000 on the bequest to charity. No death

taxes were imposed by a foreign country
with respect to any property in the gross es-
tate. The decedent’s taxable estate (deter-
mined without regard to the limitation im-
posed by section 2011(e)(2)(B) is computed as
follows:

Gross estate ........................................................................................... .................... .................... .................... $925,000.00
Expenses, indebtedness, etc. ................................................................. .................... .................... $25,000.00
Exemption ............................................................................................... .................... .................... 60,000.00
Deduction under section 2053(d) ........................................................... .................... .................... 75,000.00
Charitable deduction:

Gross estate .................................................................................... .................... $925,000.00
Expenses, etc .................................................................................. $25,000.00
Bequest to son ................................................................................ 400,000.00
State death tax paid from residue ................................................... 75,000.00
Federal estate tax paid from residue .............................................. 122,916.67 622,916.67 302,083.33 462,083.33

Taxable estate ........................................................................................ .................... .................... .................... 462,916.67

If the deduction under section 2053(d) were not allowed, the decedent’s taxable estate would be computed as follows:

Gross estate ........................................................................................... .................... .................... .................... $925,000.00
Expenses, indebtedness, etc. ................................................................. .................... .................... $25,000.00
Exemption ............................................................................................... .................... .................... 60,000.00
Charitable deduction:

Gross estate .................................................................................... .................... $925,000.00
Expenses, etc .................................................................................. $25,000.00
Bequest to son ................................................................................ 400,000.00
State death tax paid from residue ................................................... 75,000.00
Federal estate tax paid from residue .............................................. 155,000.00 655,000.00 270,000.00 355,000.00

Taxable estate ........................................................................................ .................... .................... .................... 570,000.00

On a taxable estate of $570,000, the maximum credit allowable under section 2011(b) would be $15,200. Under these facts,
the credit for State death taxes is determined as follows:

(1) Amount of State death taxes paid other than those for which a deduction is allowed under section 2053(d)
($135,000¥$75,000) ................................................................................................................................................. $60,000.00

(2) Amount indicated in section 2011(b) to be the maximum credit allowable with respect to the decedent’s taxable
estate of $462,916.67 ................................................................................................................................................ 10,916.67

(3) Amount determined by use of the ratio described in paragraph (c) above [($60,000÷$135,000)×$15,200] .......... 6,755.56
(4) Credit for State death taxes (least of subparagraphs (1) through (3) above) ......................................................... 6,755.56

[T.D. 6296, 23 FR 4529, June 24, 1958, as amended by T.D. 6600, 27 FR 4983, May 29, 1962]

§ 20.2012–1 Credit for gift tax.

(a) In general. With respect to gifts
made before 1977, a credit is allowed
under section 2012 against the Federal
estate tax for gift tax paid under chap-
ter 12 of the Internal Revenue Code, or
corresponding provisions of prior law,
on a gift by the decedent of property
subsequently included in the decedent’s
gross estate. The credit is allowable
even though the gift tax is paid after
the decedent’s death and the amount of
the gift tax is deductible from the
gross estate as a debt of the decedent.

(b) Limitations on credit. The credit
for gift tax is limited to the smaller of
the following amounts:

(1) The amount of gift tax paid on the
gift computed as set forth in paragraph
(c) of this section, or

(2) The amount of the estate tax at-
tributable to the inclusion of the gift
in the gross estate, computed as set
forth in paragraph (d) of this section.

When more than one gift is included in
the gross estate, a separate computa-
tion of the two limitations on the cred-
it is to be made for each gift.

(c) ‘‘First limitation’’. The amount of
the gift tax paid on the gift is the
‘‘first limitation’’. Thus, if only one
gift was made during a certain cal-
endar quarter, or calendar year if the
gift was made before January 1, 1971,
and the gift is wholly included in the
decedent’s gross estate for the purpose
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of the estate tax, the credit with re-
spect to the gift is limited to the
amount of the gift tax paid for that
calendar quarter or calendar year. On
the other hand, if more than one gift
was made during a certain calendar
quarter or calendar year, the credit
with respect to any such gift which is
included in the decedent’s gross estate
is limited under section 2012(d) to an
amount, A, which bears the same ratio
to B (the total gift tax paid for that
calendar quarter or calendar year) as C
(the ‘‘amount of the gift,’’ computed as
described below) bears to D (the total
taxable gifts for the calendar quarter
or the calendar year, computed with-
out deduction of the gift tax specific
exemption). Stated algebraically, the
‘‘first limitation’’ (A) equals:

‘‘Amount of the gift’’ (C) ÷ Total taxable
gifts, plus specific exemption allowed (D)
× Total gift tax paid (B).

For purposes of the ratio stated above,
the ‘‘amount of the gift’’ referred to as
factor ‘‘C’’ is the value of the gift re-
duced by any portion excluded or de-
ducted under sections 2503(b) (annual
exclusion), 2522 (charitable deduction),
or 2523 (marital deduction) of the Inter-
nal Revenue Code or corresponding pro-
visions of prior law. In making the
computations described in this para-
graph, the values to be used are those
finally determined for the purpose of
the gift tax, irrespective of the values
determined for the purpose of the es-
tate tax. A similar computation is
made in case only a portion of any gift
is included in the decedent’s gross es-
tate. The application of this paragraph
may be illustrated by the following ex-
ample:

Example. The donor made gifts during the
calendar year 1955 on which a gift tax was
determined as shown below:
Gift of property to son on February 1 ...................... $13,000
Gift of property to wife on May 1 ............................. 86,000
Gift of property to charitable organization on May

15 ......................................................................... 10,000

Total gifts .......................................................... 109,000
Less exclusions ($3,000 for each gift) .................... 9,000

Total included amount of gifts .......................... 100,000
Marital deduction (for gift to wife) .......... $43,000
Charitable deduction .............................. 7,000
Specific exemption ($30,000 less

$20,000 used in prior years) .............. 10,000

Total deductions ............................................... 60,000

Taxable gifts ..................................................... 40,000
Total gift tax paid for calendar year 1955 ............... 3,600

The donor’s gift to his wife was made in con-
templation of death and was thereafter in-
cluded in his gross estate. Under the ‘‘first
limitation’’, the credit with respect to that
gift cannot exceed:

[$86,000 ¥ $3,000 ¥ $43,000 (gift to wife, less
annual exclusion and marital deduction)]
÷ [$40,000 + $10,000 (taxable gifts, plus spe-
cific exemption allowed)] × $3,600 (total
gift tax paid) = $2,880.

(d) ‘‘Second limitation’’. (1) The
amount of the estate tax attributable
to the inclusion of the gift in the gross
estate is the ‘‘second limitation’’.
Thus, the credit with respect to any
gift of property included in the gross
estate is limited to an amount, E,
which bears the same ratio to F (the
gross estate tax, reduced by any credit
for State death taxes under section
2011) as G (the ‘‘value of the gift’’, com-
puted as described in subparagraph (2)
of this paragraph) bears to H (the value
of entire gross estate, reduced by the
total deductions allowed under sections
2055 or 2106(a)(2) (charitable deduction)
and 2056 (marital deduction)). Stated
algebraically, the ‘‘second limitation’’
(E) equals:

‘‘Value of the gift’’ (G) ÷ Value of gross es-
tate, less marital and charitable deduc-
tions (H) × Gross estate tax, less credit
for State death taxes (F).

(2) For purposes of the ratio stated in
subparagraph (1) of this paragraph, the
‘‘value of the gift’’ referred to as factor
‘‘G’’ is the value of the property trans-
ferred by gift and included in the gross
estate, as determined for the purpose of
the gift tax or for the purpose of the es-
tate tax, whichever is lower, and ad-
justed as follows:

(i) The appropriate value is reduced
by all or a portion of any annual exclu-
sion allowed for gift tax purposes under
section 2503(b) of the Internal Revenue
Code or corresponding provisions of
prior law. If the gift tax value is lower
than the estate tax value, it is reduced
by the entire amount of the exclusion.
If the estate tax value is lower than
the gift tax value, it is reduced by an
amount which bears the same ratio to
the estate tax value as the annual ex-
clusion bears to the total value of the
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property as determined for gift tax pur-
poses. To illustrate: In 1955, a donor, in
contemplation of death, transferred
certain property to his five children
which was valued at $300,000, for the
purpose of the gift tax. Thereafter, the
same property was included in his
gross estate at a value of $270,000. In
computing his gift tax, the donor was
allowed annual exclusions totalling
$15,000. The reduction provided for in
this subdivision is:

$15,000 (annual exclusions allowed) ÷ $300,000
(value of transferred property for the
purpose of the gift tax) × $270,000 (value
of transferred property for the purpose of
the estate tax) = $13,500.

(ii) The appropriate value is further
reduced if any portion of the value of
the property is allowed as a marital de-
duction under section 2056 or as a char-
itable deduction under section 2055 or
section 2106(a)(2) (for estates of non-
residents not citizens). The amount of
the reduction is an amount which bears
the same ratio to the value determined
under subdivision (i) of this subpara-
graph as the portion of the property al-
lowed as a marital deduction or as a
charitable deduction bears to the total
value of the property as determined for
the purpose of the estate tax. Thus, if
a gift is made solely to the decedent’s
surviving spouse and is subsequently
included in the decedent’s gross estate
as having been made in contemplation
of death, but a marital deduction is al-
lowed under section 2056 for the full
value of the gift, no credit for gift tax
on the gift will be allowed since the re-
duction under this subdivision together
with the reduction under subdivision
(i) of this subparagraph will have the
effect of reducing the factor ‘‘G’’ of the
ratio in subparagraph (1) of this para-
graph to zero.

(e) Credit for ‘‘split gifts’’. If a dece-
dent made a gift of property which is
thereafter included in his gross estate,
and, under the provisions of section
2513 of the Internal Revenue Code of
1954 or section 1000(f) of the Internal
Revenue Code of 1939, the gift was con-
sidered as made one-half by the dece-
dent and one-half by his spouse, credit
against the estate tax is allowed for
the gift tax paid with respect to both
halves of the gift. The ‘‘first limita-
tion’’ is to be separately computed

with respect to each half of the gift in
accordance with the principles stated
in paragraph (c) of this section. The
‘‘second limitation’’ is to be computed
with respect to the entire gift in ac-
cordance with the principles stated in
paragraph (d) of this section. To illus-
trate: A donor, in contemplation of
death, transferred property valued at
$106,000 to his son on January 1, 1955,
and he and his wife consented that the
gift should be considered as made one-
half by him and one-half by her. The
property was thereafter included in the
donor’s gross estate. Under the ‘‘first
limitation’’, the amount of the gift tax
of the donor paid with respect to the
one-half of the gift considered as made
by him is determined to be $11,250, and
the amount of the gift tax of his wife
paid with respect to the one-half of the
gift considered as made by her is deter-
mined to be $1,200. Under the ‘‘second
limitation’’, the amount of the estate
tax attributable to the property is de-
termined to be $28,914. Therefore, the
credit for gift tax allowed is $12,450
($11,250 plus $1,200).

[T.D. 6296, 23 FR 4529, June 24, 1958, as
amended by T.D. 7238, 37 FR 28718, Dec. 29,
1972; T.D. 8522, 59 FR 9646, Mar. 1, 1994]

§ 20.2013–1 Credit for tax on prior
transfers.

(a) In general. A credit is allowed
under section 2013 against the Federal
estate tax imposed on the present dece-
dent’s estate for Federal estate tax
paid on the transfer of property to the
present decedent from a transferor who
died within ten years before, or within
two years after, the present decedent’s
death. See § 20.2013–5 for definition of
the terms ‘‘property’’ and ‘‘transfer’’.
There is no requirement that the trans-
ferred property be identified in the es-
tate of the present decedent or that the
property be in existence at the time of
the decedent’s death. It is sufficient
that the transfer of the property was
subjected to Federal estate tax in the
estate of the transferor and that the
transferor died within the prescribed
period of time. The executor must sub-
mit such proof as may be requested by
the district director in order to estab-
lish the right of the estate to the cred-
it.
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(b) Limitations on credit. The credit
for tax on prior transfers is limited to
the smaller of the following amounts:

(1) The amount of the Federal estate
tax attributable to the transferred
property in the transferor’s estate,
computed as set forth in § 20.2013–2; or

(2) The amount of the Federal estate
tax attributable to the transferred
property in the decedent’s estate, com-
puted as set forth in § 20.2013–3.

Rules for valuing property for purposes
of the credit are contained in § 20.2013–
4.

(c) Percentage reduction. If the trans-
feror died within the two years before,
or within the two years after, the
present decedent’s death, the credit is
the smaller of the two limitations de-
scribed in paragraph (b) of this section.
If the transferor predeceased the
present decedent by more than two
years, the credit is a certain percent-
age of the smaller of the two limita-
tions described in paragraph (b) of this
section, determined as follows:

(1) 80 percent, if the transferor died
within the third or fourth years preced-
ing the present decedent’s death;

(2) 40 percent, if the transferor died
within the fifth or sixth years preced-
ing the present decedent’s death;

(3) 40 percent, if the transferor died
within the seventh or eighth years pre-
ceding the present decedent’s death;
and

(4) 20 percent, if the transferor died
within the ninth or tenth years preced-
ing the present decedent’s death.

The word ‘‘within’’ as used in this para-
graph means ‘‘during’’. Therefore, if a
death occurs on the second anniversary
of another death, the first death is con-
sidered to have occurred within the
two years before the second death. If
the credit for tax on prior transfers re-
lates to property received from two or
more transferors, the provisions of this
paragraph are to be applied separately
with respect to the property received
from each transferor. See paragraph (d)
of example (2) in § 20.2013–6.

(d) Examples. For illustrations of the
application of this section, see exam-
ples (1) and (2) set forth in § 20.2013–6.

§ 20.2013–2 ‘‘First limitation’’.

(a) The amount of the Federal estate
tax attributable to the transferred
property in the transferor’s estate is
the ‘‘first limitation.’’ Thus, the credit
is limited to an amount, A, which bears
the same ratio to B (the ‘‘transferor’s
adjusted Federal estate tax’’, computed
as described in paragraph (b) of this
section) as C (the value of the property
transferred (see § 20.2013–4)) bears to D
(the ‘‘transferor’s adjusted taxable es-
tate’’, computed as described in para-
graph (c) of this section). Stated alge-
braically, the ‘‘first limitation’’ (A)
equals:

Value of transferred property (C) ÷ ‘‘Trans-
feror’s adjusted taxable estate’’ (D) ×
‘‘Transferor’s adjusted Federal estate
tax’’ (B).

(b) For purposes of the ratio stated in
paragraph (a) of this section, the
‘‘transferor’s adjusted Federal estate
tax’’ referred to as factor ‘‘B’’ is the
amount of the Federal estate tax paid
with respect to the transferor’s estate
plus:

(1) Any credit allowed the transfer-
or’s estate for gift tax under section
2012, or the corresponding provisions of
prior law; and

(2) Any credit allowed the transfer-
or’s estate, under section 2013, for tax
on prior transfers, but only if the
transferor acquired property from a
person who died within 10 years before
the death of the present decedent.

(c)(1) For purposes of the ratio stated
in paragraph (a) of this section, the
‘‘transferor’s adjusted taxable estate’’
referred to as factor ‘‘D’’ is the amount
of the transferor’s taxable estate (or
net estate) decreased by the amount of
any ‘‘death taxes’’ paid with respect to
his gross estate and increased by the
amount of the exemption allowed in
computing his taxable estate (or net
estate). The amount of the transferor’s
taxable estate (or net estate) is deter-
mined in accordance with the provi-
sions of § 20.2051–1 in the case of a citi-
zen or resident of the United States or
of § 20.2106–1 in the case of a non-
resident not a citizen of the United
States (or the corresponding provisions
of prior regulations). The term ‘‘death
taxes’’ means the Federal estate tax
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plus all other estate, inheritance, leg-
acy, succession, or similar death taxes
imposed by, and paid to, any taxing au-
thority, whether within or without the
United States. However, only the net
amount of such taxes paid is taken into
consideration.

(2) The amount of the exemption de-
pends upon the citizenship and resi-
dence of the transferor at the time of
his death. Except in the case of a dece-
dent described in section 2209 (relating
to certain residents of possessions of
the United States who are considered
nonresidents not citizens), if the dece-
dent was a citizen or resident of the
United States, the exemption is the
$60,000 authorized by section 2052 (or
the corresponding provisions of prior
law). If the decedent was a nonresident
not a citizen of the United States, or is
considered under section 2209 to have
been such a nonresident, the exemption
is the $30,000 or $2,000, as the case may
be, authorized by section 2106(a)(3) (or
the corresponding provisions of prior
law), or such larger amount as is au-
thorized by section 2106(a)(3)(B) or may
have been allowed as an exemption pur-
suant to the prorated exemption provi-
sions of an applicable death tax con-
vention. See § 20.2052–1 and paragraph
(a)(3) of § 20.2106–1.

(d) If the credit for tax on prior
transfers relates to property received
from two or more transferors, the pro-
visions of this section are to be applied
separately with respect to the property
received from each transferor. See
paragraph (b) of example (2) in § 20.2013–
6.

(e) For illustrations of the applica-
tion of this section, see examples (1)
and (2) set forth in § 20.2013–6.

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 7296,
38 FR 34191, Dec. 12, 1973]

§ 20.2013–3 ‘‘Second limitation’’.
(a) The amount of the Federal estate

tax attributable to the transferred
property in the present decedent’s es-
tate is the ‘‘second limitation’’. Thus,
the credit is limited to the difference
between—

(1) The net estate tax payable (see
paragraph (b)(5) or (c), as the case may
be, of § 20.0–2) with respect to the
present decedent’s estate, determined

without regard to any credit for tax on
prior transfers under section 2013 or
any credit for foreign death taxes
claimed under the provisions of a death
tax convention, and

(2) The net estate tax determined as
provided in subparagraph (1) of this
paragraph but computed by subtract-
ing from the present decedent’s gross
estate the value of the property trans-
ferred (see § 20.2013–4), and by making
only the adjustment indicated in para-
graph (b) of this section if a charitable
deduction is allowable to the estate of
the present decedent.

(b) If a charitable deduction is allow-
able to the estate of the present dece-
dent under the provisions of section
2055 or section 2106 (a)(2) (for estates of
nonresidents not citizens), for purposes
of determining the tax described in
paragraph (a)(2) of this section, the
charitable deduction otherwise allow-
able is reduced by an amount, E, which
bears the same ratio to F (the chari-
table deduction otherwise allowable) as
G (the value of the transferred prop-
erty (see § 20.2013–4)) bears to H (the
value of the present decedent’s gross
estate reduced by the amount of the
deductions for expenses, indebtedness,
taxes, losses, etc., allowed under the
provisions of sections 2053 and 2054 or
section 2106(a)(1) (for estates of non-
residents not citizens)). See paragraph
(c)(2) of example (1) and paragraph
(c)(2) of example (2) in § 20.2013–6.

(c) If the credit for tax on prior
transfers relates to property received
from two or more transferors, the prop-
erty received from all transferors is ag-
gregated in determining the limitation
on credit under this section (the ‘‘sec-
ond limitation’’). However, the limita-
tion so determined is apportioned to
the property received from each trans-
feror in the ratio that the property re-
ceived from each transferor bears to
the total property received from all
transferors. See paragraph (c) of exam-
ple (2) in § 20.2013–6.

(d) For illustrations of the applica-
tion of this section, see examples (1)
and (2) set forth in § 20.2013–6.

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 7296,
38 FR 34191, Dec. 12, 1973]
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